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PROCEDURAL HISTORY

On February 3, 2003, Atlantic City Electric Company (“Atlantic”’ or the “Company™)
filed a petition with the Board of Public Utilities (“BPU” or “Board”) seeking approva of abase
rate increase of $68.374 million in annua revenues or a6.9% increase. Petition, p. 3 The
Company sought a $63.353 million increase in its digtribution revenues as well as a $5.021
million net increase associated with the recovery of regulatory assets. P-34, p.2, P-14, p.7.

In support of itsfiling, the Company with its petition filed the testimony of J. Mack
Wathen (Policy and Case Overview), Jerry A. Elliott (Capita Additions), Paul R. Moul (Capita
Structure and Return on Equity), Herbert A. Chak (Revenue Requirement), Carl D’ Adamo
(Codt of Service Study), Joseph F. Janocha (Rate Design) and Timothy J. White (Lead-Lag
Study/Cash Working Capital). On April 16, 2003, the Company filed its Cost of Service Study
with revised schedules, supplementa testimony for Mr. Janocha and an updated revised tariff.

The matter was transferred to the Office of Adminigrative Law (“OAL”) on July 14,
2003, and subsequently assigned to an Administrative Law Judge (“ALJ’). The New Jersey
Large Energy Users Cadition (“NJLEUC”), Cogentrix Energy, Inc. (“Cogentrix”) and the
Independent Energy Producers of New Jersey (“IEPNJ’) filed motionsto intervene in the
proceeding.

A prehearing conference was held before the ALJ on September 30, 2003 and an Order
detailing the issues and procedural schedule was rendered on October 3, 2003. On October 8,
2003, the ALJ granted the motions to intervene filed by NJLEUC and IEPNJ. And, on October
17, 2003, the ALJ denied the Cogentrix motion to intervene finding that, “ Cogentrix would not
be substantidly, specificaly and directly affected by the outcome of the proceeding.” The ALJ

further found that IEPNJ had been granted intervenor status and reasoned that “the interests of



Cogentrix are not sufficiently different to add measurably and congtructively to the proceeding.”
Cogentrix was granted permission to participate, limited to theright to file abrief and to file
exceptions. On Oct. 17, 2003, Cogentrix filed a motion for interlocutory review with the BPU.

Pursuant to the Prehearing Order, on October 28, 2003, the Company filed the
supplementd testimony of Charles F. Morgan, Jr., Mr. Chak and Mr. Janocha. Updated
schedules werefiled for Mr. White,

Atlantic filed its opposition to the Cogentrix motion on November 3, 2003 and on
November 10, Cogentrix filed a response to the Atlantic opposition. On November 25, 2003, the
Company filed an updated rate design proposal.

At the Board agenda meeting held on December 5, 2003, the Board directed that certain
supplementd issues from three previous Atlantic dockets be incorporated into the base rate
proceeding. Order Clarifying Issues and Directing the Filing of Supplemental Testimony, BPU
Docket Nos. ER02080510, EO03020091 and EM 01050308 (December 12, 2003). The
transferred issues included: (1) Deferred Baance issues including the recovery of $25.4 million
in MTC, NNC, and BGS deferred costs; (2) B.L. England issues including the recovery of $2.5
million in transaction costs associated with the attempted sde of B.L.England to NRG Energy,
potential additional B.L. England stranded costs, and the rate trestment for ongoing B.L.

England operating and maintenance expenses,; and (3) issues regarding the Company’ s request
for approval of the service agreement with Pepco Holdings, Inc. (“PHI”). The Company was
directed to file supplementa testimony within 30 days addressing the additiona issues that were
outlined in the Order. On December 18, 2003, the Company filed revised schedules for Mr.
Janochaand Mr. Morgan. The Company, at that time, aso provided updates to the previoudy
provided Rate Design work-papers.

On December 17, apublic hearing was held in Mays Landing. Mr. Anthony J. Pagano,



Counsel for Atlantic County, spoke at the hearing.  Subsequently, Mr. Pagano filed with the
Board copies of resolutions from various Atlantic County communities expressing opposition to
the proposed rate increase. Resolutions were received from the City of Absecon, the City of
Atlantic City, the Borough of Buena, Buena Vista Township, Hamilton Township, Mullica
Township, Egg Harbor City, the Borough of Folsom, and the City of Pleasantville.

A moation requesting reconsideration, clarification and revisons to the procedura
schedule established in the December 12" Board Order was filed by the Company on December
22,2004. The Company proposed that certain issues included by the Board into the base rate
case be moved to a separate Phase 2 of the base rate case.

A response to the Company’ s motion for reconsderation was filed by the Ratepayer
Advocate on January 2, 2004 proposing that dl deferred balance and B.L. England issues be put
into a Phase 2 proceeding. A conference call was held with the ALJ in which the parties agreed
to the consolidation of the Service Agreement docket into the current base rate case and the
adoption of the Phase 2 proposa for deferred balance and B.L. England issues. The parties
further agreed on filing dates for Service Agreement testimony and for the Company’ s testimony
on the Phase 2 issues. The Board subsequently amended its December 12" Order to reflect these
changes to the procedurd schedule. Order on Motion for Reconsideration, BPU Docket Nos.
ER02080510, EO03020091, EM 01050308, (January 26, 2004).

On January 5, 2004, the Ratepayer Advocate filed the direct testimonies of Messrs. Peter
Lanzdotta (Reliability), John Stutz (Rate Design, Service Qudity), Michad Mgoros
(Depreciation), Matthew Kaha (Rate of Return), and Michagl Dirmeier (Revenue Requirement)
addressing issues raised in the base rate petition and testimony. On January 12, pursuant to the
agreed upon procedurd schedule, Atlantic filed the testimony of James P. Lavin addressing the

issues related to the Service Agreement between Atlantic and PHI Service Company (BPU



Docket No. EM02090633).

On January 26, 2004, the Board issued an Order granting Cogentrix limited intervention
in the proceeding. The Board granted Cogentrix intervenor status “limited to issues related to
the Standby Electric Service (“ SES’) tariff rate charged to the Logan Generating Company, LP
(“Logan”) and Carneys Point Cogeneration Limited Partnership (* Carneys Point”).” Order on
Motion for Interlocutory Review, BPU Docket No. ER03020110, (January 26, 2004). The Board
further accorded Cogentrix participant status for al other issues “limited to the right to file post-
hearing briefs and to file exceptions and replies to exceptions to an Initid Decison.” Id.

On February 10, 2004, Cogentrix filed a motion for reconsderation and clarification of
the Board Order. Cogentrix asked the Board for clarification as to the scope of Cogentrix’s
intervention and for reconsideration based on the asserted failure of the Board to adequately
consider certain facts.

Rebuttal testimonies of Mess's. Lavin, Elliott, Robinson, White, Wathen, D’ Adamo,
Chak, Moul and Janocha were filed on behdf of Atlantic on February 20, 2004.

On February 23, 2004, Atlantic filed areply to the Cogentrix motion. The Company
opposed the motion for reconsideration and asserted that it continued to oppose the limited
intervention granted to Cogentrix by the Board.

The Ratepayer Advocate filed the testimony of David Peterson relating to the Service
Agreement on February 26, 2004.

On March 1, 2004, the Ratepayer Advocate filed a motion seeking to strike portions of
the rebuttal testimonies of Mr. Chak and Mr. Robinson. The Ratepayer Advocate argued that
portions of the Company’s rebutta testimony incorporated previoudy denied information
regarding the Company’ s transmission system and therefore should be stricken from the record.

The Ratepayer Advocate further argued that the Company’ s submission of “rebuttal” testimony



incorporating previoudy withhed information was improper and serioudy compromised the
Ratepayer Advocate s ability to put on its case. The Ratepayer Advocate argued in the
dternative that the ALJ should amend the procedura schedule to mitigate the prgudicid impact
of the Company’slatefiling. Also on March 1, Cogentrix filed its response to Atlantic’s
opposition to the motion for reconsderation and clarification.

On March 11, 2004, Board Staff responded to the Ratepayer Advocate's motion. Staff
argued that rather than griking the “ clearly new testimony,” the ALJ should amend the
procedura schedule to accommodate additiona discovery and supplementa surrebuttal
tetimony. Board Staff |etter response to the Ratepayer Advocate motion to strike, p.1, March
11, 2004. In response, the Company argued that the Ratepayer Advocate' s motion was
inappropriate because the testimony was filed “over a month before either witnessiis scheduled
to appear on the stand in thismatter.” Atlantic City Electric letter response to the Ratepayer
Advocate motion to strike, p.1, March 12, 2004. The Company further argued that the Ratepayer
Advocate should have sought sanctions againgt the Company for its failure to respond and that
the information provided should come as no surprise. Id. pp. 3-4. The Ratepayer Advocate filed
aletter reply on March 17, 2004 asserting that it was the Company who refused to answer
discovery and claimed that the information was not rlevant and therefore, it was the Company,
not the ratepayers who should bear the respongbility for this action, that the Ratepayer Advocate
was not obligated to seek sanctions to force the Company to provide information it claimed was
irrdlevant. Ratepayer Advocate letter reply brief, March 17, 2004.

The Ratepayer Advocate filed surrebutta testimonies of Messrs. Lanzdotta, Dirmeier,
Stutz, Kaha and Mg oros on March 19, 2004.

A conference call was held with the ALJ on March 22. The Ratepayer Advocate' s

motion to strike was withdrawn after the Company agreed to alow the Ratepayer Advocate



additiona time to review the new materia provided in the Company’ s rebuttal testimony and to
file supplementa surrebutta tesimony.

A motion to strike portions of Ratepayer Advocate witness John Stutz's surrebuttal
testimony was filed on behaf of NJLEUC on March 22, 2004. A motion seeking to compe
Board Staff to respond to discovery wasfiled on the same date by NJLEUC. Staff filed a
response to the motion to compel on March 22, 2004. The ALJ advised the parties by |etter that
both motions would be argued at the an upcoming hearing. Evidentiary hearings were scheduled
for March 23, 24, 25, 30, 31, April 2,5, 6 and 7, 2004.

At the evidentiary hearing on March 24, the ALJ heard arguments on the pending
motions from NJLEUC, Atlantic, Board Staff and the Ratepayer Advocate. From the bench the
ALJdenied the NJLEUC motion to drike the testimony of Dr. Stutz finding that the surrebuttal
was “amply that, it's surrebutta to prior testimony.” T155:L.3-4. The ALJthen told the parties
that the response to the Staff’ s discovery request, that was the basis for the motion to compe,
would not be alowed into the record “without an expert witness supporting both the concepts
andthedetalls” T154:L5-10 Accordingly, the Judge reserved on the motion to compd,
advisng the parties that if the dternative cost of service study was dlowed into the record, he
would review that decison. T154:L.16-21. Subsequently, the ALJ sustained the objection of the
Company and denied Staff’ s request to enter Staff exhibit S-2, the dternative cost of service
study, into evidence. T243:L5-10.

On March 31, 2004, Board Staff requested interlocutory review of the March 24, 2004
ruling by the ALJ.

On April 5, 2004 the Ratepayer Advocate filed supplementa surrebuttal testimony
responding to the rebuttal testimony of Company witness Robinson.

At aBoard agenda meeting held on April 14, 2004, the Board directed that the Staff’s



exhibit S-2 be put into evidence. The Board found theat it was “reasonable and appropriate for
Board Staff to seek to include in the record herein the results of a cost alocation based upon
demand and energy.” The Board further found that there was no requirement that Staff produce
a gponsoring witness to be available for cross examination. Order on Motion for Interlocutory
Review, April 30, 2004. May 26, 2004 was agreed upon as an additiona hearing date to alow
cross examination of the Company’ s witness on the Staff exhibit S-2.

At the conclusion of the evidentiary hearings, briefing dates were established. The
parties were advised by the ALJ to meet to discuss possible settlement of the case. If an
agreement could not be reached, initid briefs were due June 4, 2004 and reply briefs were due
June 18, 2004. The brief filing date was later extended to June 18, 2004. Thefiling date for the
initia brief was later extended to August 4 and the date for the reply brief was extended to

August 18.



POINT I

COST OF CAPITAL

YOUR HONOR AND THE BOARD SHOULD ADOPT AN
OVERALL RATE OF RETURN OF 7.66%, REFLECTING
ADJUSTMENTS TO THE COMPANY’'S PRO FORMA
CAPITAL STRUCTURE FOR THE INCLUSION OF SHORT-
TERM DEBT, THE UNAMORTIZED BALANCE OF CALL
PREMIUM S,NEW DEBT ISSUANCESAND REFINANCINGS,
AND A 9.25% RETURN ON EQUITY.

Ratepayer Advocate witness Matthew Kaha originally recommended a cost of equity of
9.25%, and an overdl cost of capita of 7.74%. RA-18, Attach. Adjusted to reflect the
completion of Atlantic's planned refinancings, consstent with Mr. Kaha’ s recommendations,
the overall recommended return is 7.66%. Schedule DRA-1 (attached hereto as Exhibit A). As
st forth below and in Mr. Kahd'’ s testimony, his recommendation is the product of the sound
application of recognized methodologies, resulting in a reasonable cost of equity and overal
return. See RA-17, -18.

In contrast, Company witness Mr. Paul R. Moul recommends a cost of equity of 11.5%,
and an overd| rate of return of 9.03%. P-21, p.1. Notably, Mr. Moul’ s recommended cost of
equity is considerably in excess of that recommended by Mr. Kahal, and in excess of cogt of
equity determinations made by the Board in recent (2003) dectric utility base rate cases*
However, as st forth in detall below and in the filed testimony of Mr. Kahd, the analyses

underlying Mr. Moul’s cost of equity recommendation are riddled with flaws and unreasonable

assumptions which undermine their ussfulnessin arate setting proceeding. Mr. Kaha found

! Seel/M/O PSE& G, BPU Dkt. Nos. ER02050303, et a (Decision and Order, 4/22/04); 1/M/O JCP&L, BPU Dkt. Nos.
ER02080506, et al (Final Order, 5/17/04); and 1/M/O Rockland Electric Company, BPU Dkt. Nos. ER02080614, et &
(Final Decision and Order, 4/20/04).



that his analyss shows that Mr. Moul’ s ca culations support a cost of equity in the 9-10% range,
not 11.5%. RA-18, p. 5.

Furthermore, as set forth below and in Mr. Kahd'’ s testimony, Mr. Moul unreasonably
excluded short-term debt and unamortized cal premiums from the Company’s capital structure.
In contrast, Mr. Kaha included both in his recommended capita structure so that ratepayers may
bendfit from the lower cost of capitd resulting from their indusion, much like Atlantic’'s
shareholders.

For the reasons set forth below and in the filed testimony of its witness, the Ratepayer
Advocate respectfully submitsthat Mr. Kahal's cost of equity and overdl return caculations are

reasonable and should be adopted by Y our Honor and the Board.

A. Capital Structure

1. Overview

Both Mr. Kaha and Mr. Moul gtart with the June 30, 2003 pro forma capitd structure as
the basis for their respective capital structure recommendations? Both Mr. Kahal and Mr. Moul
aso agree that the capitdization of Atlantic City Electric Trangtion Funding, LLC, amounting to
$2.2 million, should not be included in the equity balance for capitd structure purposes. RA-18,
p. 4. However, their respective capitd structure recommendations differ based on their
treatment of two items: debt reacquisition costs and short-term debt.

As st forth below and in the testimony of Mr. Kahd, the inclusion of short-term debt
and debt reacquisition cosgts in Atlantic’s capitd structure is reasonable and should be adopted by

Y our Honor and the Board.

2 In his rebuttal testimony, Mr. Moul updated his recommendations using the June 30, 2003 balance. P-22. In his
initial testimony, Mr. Moul used the Company’s capital structure as of December 31, 2002 as the basis for his
adjustments. P-20, p. 17.



2. Inclusion of Debt Reacquisition Costs
Atlantic incurs near-term debt reacquisition cogts in the form of cal premiums. RA-17,

p. 13. Atissueisthe treetment of the unamortized call premium amount for capital structure

purposes, namdy, whether the unamortized call premium should be included in the debt balance.
The unamortized cal premium &t issue amounts to $10.2 million. P-21, Schedule 6, p. 1; RA-18,
pp. 21-22. Exclusion of the unamortized cal premium from the debt total has the effect of
increasing the equity ratio and decreasing the debt ratio. Conversdly, including the unamortized
cal premium in the debt tota has the effect of decreasing the equity ratio and increasing the debt
ratio.

Ratepayer Advocate witness Kaha includes the unamortized balance of call premiumsin
the debt total for capital structure purposes. Mr. Kahd'’sinclusion of the unamortized call
premium is consgstent with financia accounting practice and the treatment accorded by credit
rating agencies and securities andysts. RA-17, pp. 14-15.

In contrast, Mr. Moul adjusts the debt balance for capital structure purposesto exclude
the unamortized balance of cdl premiums, thereby inflating the equity balance. Insofar as Mr.
Moul’ s trestment of the unamortized cal premium isinconsistent with financia accounting
practice and the trestment accorded by rating agencies and credit andysts, hisfailure to adjust
the debt baance artificidly inflates Atlantic's equity ratio. Therefore, Mr. Moul’s exclusion of
the unamortized call premium for the debt balance should be rejected.

Furthermore, as Mr. Kahal testified, his recommended trestment of call premiumsfairly
provides Atlantic with a*“return of and areturn on” itscal premium costs. RA-17, p. 13. As
discussed in more detall below, for the purpose of caculating the Company’s cost of debt, Mr.
Kaha accepts Mr. Moul’ s proposed methodology, whereby the cost of debt calculation includes

the call premium amortization expense, and the unamortized cal premium baance is deducted

10



from the debt balance for that calculation. |d.

3. Inclusion of Short-Term Debt

Mr. Kaha’s recommended capita structure recognizes that the Company uses short-term
debt to fund its operations. RA-17, p. 15. AsMr. Kaha testified, short-term debt is Atlantic's
least expengive source of investor-supplied capital, and excluding short-term debt would
overstate the Company’ s cost of capitd to the detriment of itsratepayers. 1d. Furthermore, Mr.
Kaha’sinclusion of short-term debt recognizes that credit rating agencies and securities andysts
aso consider short-term debt in their analyses. 1d.; RA-18, p. 20. AsMr. Kahd tedtified, “to the
extent short-term debt affects debt and equity costs, ratepayers pay those costs.” RA-17, p. 15.
Therefore, it would be unreasonable for ratepayers not to benefit from the use of lower cost
short-term debt in the capita Structure of the Company.

Mr. Kahd’s recommended capital structure reflects the inclusion of $40.8 million of
short-term debt. RA-17, p.14. Mr. Kahd based his recommended amount of short-term debt on
a12-month average of Atlantic’s actua short-term debt experience. 1d., p. 15. In contrast, Mr.
Moul excluded short-term debt from his recommended capital structure.

Mr. Moul’ s reasons for excluding short-term are debt are unpersuasive. In his rebutta
testimony, Mr. Moul proffered severd reasons to exclude short-term debt. P-21, p. 8. First, Mr.
Moul testified that short-term debt was used by the Company to “ pre-fund” temporary
redemptions of long-term debt. P-21, pp. 8-9; See RA-18, p. 19. However, evenif Mr. Moul’s
assertion was to be accepted, Mr. Kahal found the Company’ s short-term borrowings to be much
larger than the Company’ s pre-funding balances. RA-18, p. 19. Furthermore, Mr. Kaha found
that Mr. Moul’ srationde for their excluson is premised on the implicit faulty assumption that

short-term debt is the only type of capita used for pre-funding, ignoring internaly generated
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cash and other sources. RA-18, pp. 19-20. Similarly, Mr. Kaha found Mr. Moul’ s testimony
that Atlantic’sloansto the PHI Money Pool condtitute “ negative short-term debt” to be novel

and unpersuasive. P-21, pp. 9-10; RA-18, p. 19. Notably, Mr. Kahd testified while utilities may
sometimes maintain cash baances or have short-term investments, “there is no such thing as
‘negative short term debt.”” RA-18, p. 19, In. 19.

Mr. Moul dso clamsthet the level of short-term debt used by Mr. Kahd is
unrepresentative of the amount needed to meet the Company’sliquidity needs. P-21, p. 8.
However, while Mr. Moul’ s claim was unsupported, Mr. Kahd’ s short-term debt amount was
based on a 12-month average of actual Company experience.

Finaly, in response to a discovery request, Atlantic claims short-term debt was excluded
because the Company allocates short-term debt to construction work in progress (“CWIP’). RA-
17, p. 16. Yet Mr. Kaha found that Atlantic's alowance for funds used during construction
(“AFUDC") accruing CWIP amounted to only $13 million at year-end 2002. 1d. Thus, Mr.
Kaha concluded that ratepayers would receive only a smdl portion of the cost of capital savings
attributable to the lower short-term debt cost rate through the AFUDC. RA-18, p. 21.

In sum, by including short-term debt in the Company’s capital structure, Mr. Kaha
recognizes that the Company uses short-term debt to fund its operations and that rating agencies
consder short-term debt in their andlyses. Including short-term debt in the Company’s capital
structure for ratemaking purposes would provide ratepayers with the benefits of lower-cost

short-term debt.

4. Capital Structure Summary
Atlantic’ s shareholders benefit from the use of short-term debt and debt reacquisition

cods. Atlantic’sratepayers should smilarly benefit from acapita structure which includes such

12



costs. For the reasons st forth above and in the testimony of Mr. Kahd, the short-term debt
and unamortized debt reacquisition costs should be included in the Company’s capita structure

for ratemaking purposes.

B. Cost of Debt and Preferred

1. Cost of Short-Term Debt

Asdiscussed in more detail above, Ratepayer Advocate witness Kahal recommends that
short-term debt be included in Atlantic’s capital structure. Mr. Kaha uses areasonable cost rate
for short term debt, based on the Company’s actual debt cost. Mr. Kaha assigns a codt rate of
2.00% to short-term debt. RA-17, Schedule MIK-1, footnote 1; RA-18, Attachment. Mr. Kahd’s
recommended cost rate for short-term debt is based on the 12-month average for the period

ending June 30, 2003, where the 2.00% rate approximates the actual cost rate during that time.

2. Cost of Preferred

There is no dispute between the Company and the Ratepayer Advocate with respect to
the proper rates for Preferred Stock and Trust Preferred Capital Securities. Ratepayer Advocate
witness Kaha and Company witness Moul agree that the proper cost rates for Preferred Stock
and Trust Preferred Capita Securities are 4.27% and 7.84%, respectively. P-21, Exh. PRM-4, p.
1, RA-18, Attachment. The agreed-upon rates are the June 30, 2003 cost rates provided by the

Company in response to discovery request RAR-ROR-35. RA-17, p. 13.

3. Cost of Long-Term Debt
Mr. Kaha recommended along-term debt cost rate of 6.92%, subject to the provison

that the cost of debt should be updated for planned long-term debt financings. RA-17, p. 13; RA-
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18, p. 22. At that time, Atlantic sought to undertake additiond refinancings through the issuance
of new long-term debt, pursuant to recent Board authorization. See I/M/O Atlantic City Electric
Company, BPU Dkt. No. EF03070545 (Order of Approval, 12/18/03). In contrast, Company
witness Moul objects to recognizing cost savings attributable to the planned debt refinancing.
Since the time when the testimony was filed, Atlantic issued new long-term debt and redeemed
certain higher cost debt, as set forth in RPA-TR-3 Supplemental (RA-63) and discussed in more
detail below.

The recommended long-term debt cost rate Mr. Kaha presented, 6.92%, represented the
upper end of estimates of Atlantic’s cost of debt provided in response to discovery in Atlantic’'s
refinancing docket (BPU Dkt. No. EF03070545), and reflected the then-anticipated issuance of
new long-term debt a an assumed rate of 6.52%. RA-17, p. 13; RA-18, p. 23. In contrast,
Company witness Moul recommends a long-term debt cost rate of 6.97%, which does not reflect
the effect of the then-planned refinancings. In his rebuttd testimony, Mr. Moul disagrees with
Mr. Kahd’ s proposal to reflect the refinancings, reasoning that the Company does not know
what interest rates will be when the SEC approvd isobtained. P-21, p. 14. However, at hearing,
Mr. Moul testified that “[w]e should reflect any cost savings from a refinancing once we know
what that cost would be.” T566:L1-T566:L 2.

Now, the results of the long-term issuance and bond refinancings are known and the
capitd sructure and cost of capitd caculations should reflect the results. The results of the
Company’ s recent $120 million bond issuance and redemptions were presented in the
Company’ s response to RPA-TR-3 Supplementd (RA-63). The Company used the proceeds of
the bond sale, dong with $17.5 million in cash, to redeem $62.5 million in principa amount of
Atlantic 7% First Mortgage Bonds due September 1, 2023, and $75 million in principa amount

of Atlantic 7% First Mortgage Bonds due August 1, 2028. RA-63 (RPA-TR-3). Theissuances

14



of new debt and the refinancings lower the cost of debt to 6.71%, and dightly change the capita
gructure Snce some internaly generated cash was used for the refinancings. The benefits of the
refinancings should not inure only to the Company’s shareholders. Atlantic's ratepayers should
benefit from the refinancings as well. The Ratepayer Advocate' s recommended updated rates
and capitdl structure are presented herein in Schedule DRA-1 (Exhibit A).

In computing the long-term debt codt rate, both Mr. Moul and Mr. Kahd included the
cdl premium amortization expense. RA-17, p. 13. However, as discussed in detail above, Mr.

Kahd and Mr. Moul disagree on the trestment of the call premium for capital structure purposes.

Their caculation of the cogt rate for long-term debt includes the call premium amortization
expense, amounting to $1.08 million. Id. Furthermore, as Mr. Kahd testified, the inclusion of
this amount in the debt cogt rate calculation alows Atlantic to recover the principal amount of
the cal premium over time. 1d. When this cost rate computation methodology is coupled with
Mr. Kahd’ s recommended incluson of the unamortized cal premium in the long-term debt
balance for capital structure purposes, Mr. Kahd tegtified that the Company is provided with a
“return of and on” the call premium, “i.e, full cost recovery,” contrary to Mr. Moul’s clams.

RA-17, p. 13.

C. Cost of Equity

Mr. Kaha recommends a return on equity for Atlantic of 9.25%. As st forth below and
in hisfiled testimony, Mr. Kahd’ s recommendation is based upon awell-reasoned application of
the standard discounted cash flow (“DCF’) mode applied to a select proxy group of eectric
utility companies of Smilar risk as Atlantic. RA-17, pp. 17-30. Furthermore, as a check on his
DCF results, Mr. Kahd aso prepared an andyss using the capita asset pricing model

(“CAPM”). Mr. Kahd’s cogt of equity recommendation, based on the sound application of
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recognized models, is reasonable and fairly compensates Atlantic’ sinvestors.

In contrast, in his rebutta testimony Mr. Moul recommended a cost of equity of 11.50%.
P-21, pp. 12-30. However, as set forth below and in Mr. Kahal’ sfiled testimony, Mr. Moul’s
cost of equity recommendation is based upon flawed application of models and overstated
variables, resulting in an unreasonably high cost of equity recommendation. Furthermore, Mr.
Moul’ s recommended cost of equity isfar greater than that recently approved by the Board for

other dectric utilities?*

1. Mr. Kahal’s Application of the Discounted Cash Flow (“DCF”) M odel

The basic principle underlying the DCF method is that a stock price will reflect the
discounted stream of cash flows expected by investors. RA-17, p. 19. Mr. Kaha utilized the
congtant growth DCF modd as the basis for his return on equity recommendation. As Mr. Kaha
testified, the DCF method has been widely used in New Jersey and is the most widdly used cost
of equity methodology. Id. The constant growth DCF modd assumes, for mathematical
amplicity, that an investor’ s required return on equity is equd to the dividend yield, plus
expected rate of growth, and assumes further that the growth rate is congtant for an indefinitely
long period. This rdationship is expressed mathematicaly as:

K =D/P (1 + 0.5g) +g

where, “K” isthe cogt of equity capitd, “D/P’ isthe dividend yield (the current annuaized

dividend divided by the stock price), and “g” isthe expected growth rate. RA-17, p. 19. While

3 Inhisinitial testimony, Mr.Moul recommended a cost of equity of 12.50%. P-20, p. 1.

4 In recent (2003) electric utility base rate cases, the Board awarded equity returns in the range of 9.5-9.75%. See
I/M/O PSE& G, BPU Dkt. Nos. ER02050303, et a (Decision and Order, 4/22/04); I/M/O JCP&L, BPU Dkt. Nos.
ER02080506, et al (Final Order, 5/17/04); and 1/M/O Rockland Electric Company, BPU Dkt. Nos. ER02080614, et &
(Final Decision and Order, 4/20/04).
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Mr. Kahd recognized that the constant growth modd may be unredligtic in some cases, for
regulated public utilitiesit may be reasonable, snce they are more stable than unregulated
companies. RA-17, p. 19. While the DCF modd may be gpplied to a single publicaly-traded
company, since Atlantic isasubsidiary of apublicaly traded company, PHI, Mr. Kaha
recognized that a proxy was needed. RA-17, p. 20. Thus, Mr. Kaha proceeded to select a proxy
group of companies with arisk profile smilar to Atlantic's. 1d.

Mr. Kahd sdlected his proxy group from the Vaue Line “Electric Utilities East” industry
group. Id. Thosein hisproxy group of eght eectric utilities shared many common
characterigics. Much like Atlantic, they have substantialy or fully divested their generating
assets, they operatein retail access states and, with the exception of one, operate as part of a
transmisson RTO or ISO. 1d. In sdecting his proxy group, Mr. Kaha aso considered other risk
indicators, including Vaue Line safety ratings, bond ratings, beta satistics, and common equity
ratios. Id., also Schedule MIK-4.

Mr. Kahd utilized his proxy group to measure the dividend yield component (D/P) of the
DCF formula. Mr. Kahd examined the dividend yield of his proxy group over asix-month
period, from June through November 2003. 1d., p. 22. Mr. Kaha found that over that period, his
proxy group’s average dividend yield averaged 5.35%, with the group average showing a decline
over the period examined, ranging from 5.56% in July to 5.09% in November. 1d. Mr. Kahal
selected the 5.35% average as the dividend yield starting point for his application of the DCF
modd. To the 5.35% group average dividend yield, Mr. Kaha applied the “haf year”
adjusment technique, using a figure of 2%, to yield an adjusted dividend yield of 5.5% (i.e,
5.35% x 1.02). Id.

The next step in gpplying the DCF method isto estimate “g”, the growth rate. One

avenuetried by Mr. Kaha to estimate the growth rate was alook back on historical data. Mr.
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Kaha examined higtorica earnings per share (“EPS’), dividend, and book vaue growth data for
his proxy group over afive-year time span, but found the historic measures to be highly volatile,
providing little useful information. 1d., p. 23, Schedule MIK-5. Mr. Kaha was not surprised by
the unhdpful historical data, citing the corporate and regulatory restructuring process over the
five-year period. 1d. Furthermore, the growth rate should be prospective, for which the
higtorica growth rates provided limited help.

Mr. Kaha used four well-known sources of growth rate projections generated by
securities analysts to derive the prospective growth rate, “g”, for usein hisDCF modd: First
Call, Zacks, Standard and Poors, (“S & P’) and Vdue Line. RA-17, p. 23. Thefird three
sources provide averages of surveys of securities analysts, while the fourth isasingle source. 1d.
Mr. Kahd found that for his eight proxy companies, the four sources yielded growth rates which
ranged from 3.4% (Firgt Call) to 4.0% (S&P). 1d. Inturn, Mr. Kaha adopted a growth rate
range of 3.5% to 4.0% for DCF purposes. Id. Asacheck on hisrange for growth rates, Mr.
Kaha compared his range to growth projections for dividends, book values and retained earnings
growth published by VaueLine. 1d., p. 24, Schedule MIK-5. The Vaue Line estimates for his
eight proxy companies range between 3.1% to 4.5%. Id. This check showed that Mr. Kahd’s
recommended range of growth ratesis reasonable, faling within the range shown by the Vdue
Line sample.

Adding these growth rate projections to the dividend yield of 5.5%, yields arange of
returns on equity from 9.00% to 9.50%. 1d. Mr. Kahal’s recommended return on equity of

9.25% is the midpoint of the range.
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2. Mr. Kahal’s Application of the Capital Asset Pricing Method (“CAPM™)

Mr. Kaha aso employed the CAPM to derive areturn on equity reference point asa
check on his DCF results. AsMr. Kahd testified, the CAPM is the next most common model
for deriving cost of equity in rate cases, after the DCF method. RA-17, p. 26.

The CAPM method isa“risk premium” gpproach, where the cost of equity is equd to the
yield on arisk-free asset, plus a market risk premium multiplied by the firm’s Beta, a measure of
the firm’srisk rdaive to the market. RA-17, p. 26. Mathematicaly, the CAPM can be
expressed asfollows:

K = Rf + B(Rm - Rf)
where, “K” isthefirm’s cogt of equity; “Rm” is the expected return on the overdl market; “Rf”
istheyield on arisk-free asset; and “B” isthefirm’'sbeta Id. Therisk premium isthe amount
by which the expected return exceeds the yield on a risk-free asset.

Two of the three variablesin the CAPM equation are reedily observable: the return on a
risk-free asset (“Rf”) and the beta measure (“B”). RA-17, p. 27. For his caculation of the cost
of equity using the CAPM, Mr. Kaha used the long-term Treasury yield as the return on arisk-
freeasset (“Rf”). Id., p. 27. Mr. Kahd found that the yield on long-term Treasuries range from
5.0%t0 5.5%. Id. In hisfiled testimony, Mr. Kaha cautioned that long-term Treasuries are not
risk free, because of “interest raterisk.” RA-17, p. 30. Thus, the risk-free rate used by Kahd is
atificidly high, which would render his resultant CAPM-based cost of equity caculations
conservatively high. Id.

For beta (“B”), Mr. Kahd used the average beta of his eight-company proxy group,
0.64%. Id. However, as st forth below and in Mr. Kahd’ sfiled testimony, Mr. Kahal
recognized that the measurement of the market return (Rm) is more difficult. 1d.

For the market return varigble (Rm) Mr. Kahd first considered various measures of
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market return, including measures by Vaue Line (per Moul), 1bbotson, |bbotsorn/Chen, and the
Vaue Line Indugtrid Compogte. RA-17, Schedule MIK-7, page 2. Mr. Kaha found that the
market return estimates ranged from 10.75% to 11.65%, and averaged around 11.25%. Id. For
purposes of his application of the CAPM method, Mr. Kahal used arange of market return
measures — 11.0%, 11.5%, and 12.0% -- yielding costs of equity of 8.84%, 9.25%, and 9.66%,
respectively. Id., p. 27 and Schedule MIK-7, p. 1.

However, as noted above and in Mr. Kahd’ sfiled tesimony, the use of the Treasury rate
astherisk-free rate in his gpplication of the CAPM resultsin “high Sde’ estimates and he
tedtified that grester weight should be given to the lower end of hisrange of CAPM results. RA-
17, p. 30. Recognizing that his CAPM-based estimates were conservatively high, Mr. Kahal
used the midpoint of the cost of equity range (from 8.8% to 9.7% ), 9.25%, asthe basis for
comparison to his DCF-based recommendation. A comparison to his CAPM-based results
confirms the reasonableness of his recommended cost of equity, 9.25%, which was caculated

using the DCF method. Id.

3. Mr. Moul’sDerivation of his Recommended Return on Equity

Mr. Moul recommended a cost of equity of 11.5%. P-21, p. 1. Mr. Moul’s cost of equity
recommendation is far higher than that recommended by Mr. Kaha and the cost of equity
determinations made by the Board in recent (2003) electric base rate cases. Surprisingly, Mr.
Moul’sinitid recommended cost of equity of 12.5%, as st forth in hisfiled initid testimony,
was even higher. In hisfiled rebutta testimony, Mr. Moul revised his cost of equity
recommendation. 1d. Mr. Moul based his recommendation on the application of four
methodologies: the DCF method, the Risk Premium method, the CAPM method, and

Comparable Earnings. However, as st forth below and in the filed testimony of Mr. Kahd, Mr.
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Moul’sandysisis flawed, marked by the use of variables which overdate results, resulting in an

overstated cost of equity calculation.

a. Mr. Moul’s Application of the DCF Method
One of the methods Mr. Moul used to derive his cost of equity estimate was the DCF
method. Notably, Mr. Moul’s DCF-derived estimate (10.38%) P-21, p. 15 is significantly higher
than that recommended by Mr. Kahal (9.25%). Much of the difference between Mr. Kahd’s
DCF-derived cost of equity recommendation and Mr. Moul’ s estimate is attributable to
adjusments included in Mr. Moul’s DCF formula which Mr. Kaha found were ingppropriate: a
“leverage’ adjustment and a“float” adjustment. RA-18, p. 6. If Mr. Moul’ s leverage adjustment
and float adjustment were excluded, the resulting cost of equity would be 9.5%%. 1d.
Furthermore, as sat forth below and in Mr. Kahd’ sfiled testimony, Mr. Moul’ s proxy group of
companies differs sgnificantly from Atlantic, and their use overstates Mr. Moul’s cost of equity
caculation.
Mathematicaly, Mr. Moul’ s application of the DCF method may be expressed as
follows
D/P+g+lev=kxflot=K
where “D/P’ isthe six-month adjusted forward-looking dividend yidld; “g” is the growth rate;
“lev.” isMr. Moul’ s “leverage adjustment;” “flot.”is Mr. Moul’ s adjustment for “flotation
cods”and “K” iscodt of equity. P-21, p. 15. With Mr. Moul’ s estimate for each variable
plugged in, his DCF formula reads as follows:
D/P+g+lev=kxflot=K
4.34% + 5.25% + 0.59% = 10.18% x 0.20 = 10.38%

P-21, p. 15. Theimpact of the two flawed adjustments proposed by Mr. Moul — the leverage
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adjustment and the float adjusment - are readily gpparent in the formula above.

As noted above and in Mr. Kahd’ sfiled testimony, the first adjustment -- the leverage
adjustment — isresponsgble for much of the disparity between Mr. Kaha’s and Mr. Moul’ s cost
of equity result using the DCF method. If Mr. Moul’ s leverage adjustment was removed, his
caculation would move closer to Mr. Kaha’s. Moreover, Mr. Moul’ s proffered leverage
adjustment is based on afaulty premise, as Mr. Kahd tetified. RA-18, p. 7. The leverage
adjustment was proffered by Mr. Moul as way to “recognize that the book value equity ratio is
used in the rate setting process rather than the market value equity ratio related to stock price.
P-21, p. 15. However, as noted by Mr. Kahd in hisfiled rebutta testimony. “[t]he use of book
equity in capita structure is not some defect that requires correction in the form of an extraneous
‘leverage adjustment,’ but rather book vaues are entirely consistent with cost-based
ratemaking.” RA-18, p. 7. Infact, at hearing, Mr. Moul testified that, to the best of his
knowledge, his leverage adjustment was never adopted in an dectric utility case. T599:L.9-12.

Mr. Moul describes his second adjustment, the float adjustment, as a measure to reflect
flotation costs associated with the issuance of equity shares. P-21, p. 15. Flotation costs are
those incurred with public offerings of common stock, such as investment banking fees.
However, as Mr. Kahd tedtified, the flotation adjustment is not needed since no such expenses
were identified and, furthermore, dthough PHI might have recently issued new equity, it does
not gppear that Atlantic benefitted from an equity infuson. RA-17, pp. 18-19. Nor does PHI
have any plansto infuse Atlantic with additiond equity. 1d. Mr. Moul’sflotation adjustment is
thus based on an unreasonable assumption and operates to inflate his return on equity
caculation and, therefore, should be rejected.

Finaly, Mr. Moul’ s proxy group of companies does not reflect the risk profile of

Atlantic. RA-17, pp. 24-26. Unlike Atlantic, five of Mr. Moul’s six proxy companies have
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sgnificant unregulated generation and nuclear operations, which are riskier business areas than
Atlantic’ s digtribution operations. 1d., pp. 20, 26. Thus, the proxy group selected by Mr. Moul
provides an unreasonable measure of the dividend yield and growth rate projectionsin Mr.
Moul’s DCF modd and would, consequently, overstate Atlantic’s cost of equity. 1d., p. 18.

In sum, Mr. Moul’ sinclusion of flotation and leverage adjusments, and hisuse of a
proxy group with arisk profile unlike Atlantic’s, operate to overstate his DCF cost of equity

cdculation.

b. Mr. Moul’s Application of the Risk Premium Method

In his prefiled testimony, Mr. Kahd testified to the limited gpplicability of Mr. Moul’'s
updated Risk Premium method. The Risk Premium is based on a caculation of after-the-fact
returns on utility stocks versus public utility bonds over achosen period. RA-18, p. 12. Mr.
Kahd found that Mr. Moul’ s updated Risk Premium method “has little relevance to Atlantic's
digtribution operations, and it is not amethod commonly used by investors” RA-18, p. 14. He
concluded, “[a]t bedt, it isonly acheck” and did not find Mr. Moul’ s Risk Premium calculation
“rdiable” Id., p.14, In. 12; p. 12.

Fundamentally, Mr. Kahd found that Mr. Moul’s Risk Premium caculation suffers from
two mgor flaws. Firs, Mr. Moul’s S& P sample of utility returns was characterized by Mr.
Kahd asa"diverse group of companies which includes gas utilities, gas pipeine companies, and
several companieswith ‘junk’ bond ratings or near bankruptcy.” RA-18, p. 13, In. 21-22. Of the
gpproximately 35 companies in the S& P group, Mr. Kahd found that only one could be
considered an dectric distribution company like Atlantic. Id. Second, Mr. Kaha questioned the
vaue of Mr. Moul’ s Risk Premium andlys's, Snceit is not an accepted cost of equity andyss.

Id., p. 14. Mr. Kaha tedtified that “[s|ome investor analysts do examine historic returns as one

23



method of estimating arisk premium, but they normally do so for the overdl stock market, not
for an individud company.” Id., In. 3-5. In short, Mr. Moul’ s Risk Premium calculation is of
questionable worth.

Mr. Kahd aso identified other flawsin Mr. Moul’ s updated Risk Premium andysis
which cast afurther shadow over it. RA-18, pp. 12-14. First, Mr. Moul includes the median
vaue in measuring average higtoric risk premium, thereby overdtating the risk premium.  Instead
of using an average of only the geometric mean risk premium and arithmetic mean risk premium
(3.9%), Mr. Moul averages-in the median risk premium and arrives at afigure of 4.5%. Id., p.
13. AsMr. Kahd noted, unlike Mr. Moul, financia andysts do not accept averaging-in the
median higoric return in measuring historic returns. 1d. Second, Mr. Kahd found that Mr. Moul
used abond yield figure which did not reflect more recent data. Mr. Moul used a 6.5% bond
yield, whereas Mr. Kahal found that bond returnsin March 2004 were in the 6.0-6.2% range. 1d.
Findly, Mr. Kahd found that Mr. Moul dso included the aforementioned flawed leverage
adjustment in his Risk Premium calculation.

Mr. Kahd tested the impact of changing severd varigblesin Mr. Moul’ s Risk Premium
cdculation. He found that using a 3.9% risk premium and bond yieldsin the 6.0-6.2% range,
impliesacurrent cost of capital of around 9.9-10.1%, instead of the 11.2 % arrived at by Mr.
Moul. Id. However, given the numerous flaws identified by Mr. Kahd, Mr. Moul’s Risk
Premium calculation is, as noted by Mr. Kahd, at best only a check and does not contradict Mr.

Kahd'’s lower cogt of equity caculation. Id.

c. Mr. Moul’sApplication of the CAPM Method
AsMr. Kahd st forth in his prefiled testimony, Mr. Moul’ s gpplication of the CAPM is

fraught with unreasonable assumptions. RA-18, pp. 14-17. First, Mr. Moul uses a Beta of 1.01,
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which assumes that Atlantic’s regulated digtribution utility operations are riskier than the

average unregulated company.® 1d., p. 15. Mr. Moul’s Betaiis based on aleverage adjustment.
His proxy group Beta average of 0.8 is adjusted upward to 1.01 for leverage. Id., p. 14. Asset
forth above, aleverage adjustment is unnecessary and operates to inflate Mr. Moul’ s cost of
equity calculaion. Absent the leverage adjustment, the CAPM cdculation usng Mr. Moul’s
variableswould yield a cogt of equity of 10.32%. 1d., p. 15.

In addition, as pointed out by Mr. Kaha in hisfiled testimony, Mr. Moul’s CAPM
andysd s incorporates unreasonable estimates of the risk-free return, an unrepresentative proxy
group of companies, and alikely overdated risk premium. 1d., p. 15. Mr. Kahal concluded that
correcting Mr. Moul’s CAPM analysis to resolve some portion of these issueswould lower the

CAPM results from 10.32% to under 10.00%. Id.

d. Mr. Moul’s Application of the Compar able Earnings Method

AsMr. Kahadl testified, Mr. Moul’ s comparable earnings analysis should be accorded no
weight in determining Atlantic's dlowed cost of equity. RA-18, p. 17. Mr. Moul’s “ updated”
comparable earnings figures exceed 14%. P-21, p. 19 and Exh. PRM-4, p. 35, Sch. 15. Mr.
Kaha observed that Mr. Moul’ s updated comparable earnings figures have barely budged from
those found in hisinitid testimony, while Mr. Moul’ s corresponding cost of equity estimates
declined by 2 percentage points. RA-18, p. 17. Mr. Kahal testified that Mr. Moul’ s comparable
earnings estimates are “not even in the same ballpark,” congdering that his corrections of Mr.
Moul’s cost of equity estimates are in the 9-10% range. RA-18, p. 17, In. 17. Mr. Kaha
reasonably concluded that the returns found in Mr. Moul’ s comparable earnings andysis“are

amply not returns available today to investors on along-term sustained basis” 1d., In. 20-21.

5 TheBetafor the S& P 500is 1.00.
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Mr. Moul’s proffered comparable earnings analysis should therefore be rgjected by Y our Honor
and the Board.

4. Cogt of Equity Summary

As st forth above and in Mr. Kahd'’ s filed testimony, Mr. Kaha’ s recommended cost of
equity rate of 9.25% is reasonable and should be adopted. Contrary to Mr. Moul’s claims, the
rate of 9.25% is not inadequate. Mr. Moul’s criticism, in part, is based on his belief that returns
should maich Vaue Lin€ s projections. In hisfiled surrebutta testimony, Mr. Kaha effectively
rebuts Mr. Moul’s clams. RA-18, pp. 25-30. Mr. Kaha notes that the Board’ s objectives should
not be to match Vaue Line s projections of utility returns. Id., p. 27. In sum, the Ratepayer
Advocate s recommended cost of equity, based on sound analysis, is reasonable and should be

adopted.

D. Cost of Capital Conclusion

For dl the reasons set forth above and in the filed testimony of its witness, the Ratepayer
Advocate respectfully submits that Y our Honor and the Board should adopt a cost of equity of
9.25% and an overdl return of 7.66% for Atlantic. This recommendation reflects reasonable
adjustments to the Company’s capital structure for unamortized call premiums and short-term
debt, aswell as the lower debt costs resulting from completed refinancings. Furthermore, the
Ratepayer Advocate' s cost of equity recommendation is based upon the sound application of

recognized methodologies.
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POINT I1.
REVENUE REQUIREMENT
THE APPROPRIATE PRO FORMA RATE BASE AMOUNTS
TO $614,769,000 WHICH 1S $ 33,305,000 LOWER THAN THE

PRO FORMA RATE BASE PROPOSED BY ATLANTICCITY
ELECTRIC OF $648,074,000.

A. Overview

This section of the brief presents the Ratepayer Advocate' s recommended overdl
position regarding the Company’ s revenue requirement. In determining the recommended
revenue requirement for Atlantic City Electric, the Ratepayer Advocate relies upon the
recommendations made by its revenue requirement expert, Mr. Michadl Dirmeier, in addition to
recommendations made by other Ratepayer Advocate expert witnesses. Specificdly, the
Ratepayer Advocate relies upon the return on equity number recommended by Mr. Matthew
Kahal, the Ratepayer Advocate s return on equity and capita structure expert, and depreciation
rate and resulting depreciation expense recommendations made by Mr. Michadl J. Mgoras, the
Ratepayer Advocate' s depreciation expert.

The Company’ s proposed pro forma rate base is $648,074,000. P-36, HAC-1. The
Ratepayer Advocate has made rate base adjustments totaing $33,305,000, resulting ina pro
forma rate base of $614,769,000. RA-55 Each of these recommended rate base adjustmentsis

discussed in detail below.
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B. Rate Base

1. Cash Working Capital (*“CWC”)

CWC isan element of rate base and can be defined as monies advanced by the utility’s
investors to cover expenses associated with the provision of service to the public before those
expenses are paid by customers and received by the Company. The Company has performed a
lead/lag study which indicates a positive CWC requirement of $56,567,000. P-36, HAC-2 and
HAC-4. The Ratepayer Advocate proposes a CWC requirement of approximately $45,875,000
based on Mr. Dirmeier’ s recommended adjustments to certain components of the Company’s

lead/lag study. RA-5555, Sch.16.

a. The Company’sLead/L ag Study Should Reflect The Updated Costs of
Capital
In calculaing the Company’s CWC requirement, Mr Dirmeier made adjustments to

severd |lead/lag components included in the Company’s study. Mr. Dirmeier recognized, first of
al, that the Company has improperly included the test year unadjusted utility operating income
asthe “invested capita” in the lead-lag study. The unadjusted income in the test year isnot a
proper item to be included in pro formaworking capitd. Instead, the lead/lag study should
reflect the cogts of capitd that are being included in the rate decison. Therefore, the “invested
capitd” linein the lead - lag study should be adjusted to equd rate base multiplied by the
weighted cost of capital. That product is the amount that customers are being required to pay in

rates and, accordingly, is the return that should be included in the lead - lag study for working

capita purposes.
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b. Long-Term Debt Interest and Preferred Stock Dividends Must Be
Recognized in The Company’s CWC Calculations.

() Long-Term Debt Interest

The Company has not recognized the actua lead in the payment of long-term debt
interest in its lead/lag study in arriving at its CWC requirement. Asthe Company actudly pays
its long-term debt on a semi-annua basis, with an average payment lead of gpproximately 91
days, this payment lead should be considered in the lead/lag study to determine the Company’s
appropriate CWC requirement. RA-50, p.44.

The rates paid by the Company’ s customers are set to produce, in addition to other
amounts, the sums necessary to pay interest expense to bondholders. Since the Company pays
its bondhol ders twice a year but collects revenues for such bondholder payments on adaily
bas's, the Company has the use of these funds provided by ratepayers for interest expense
payments as working capita during the period between collecting interest payments from
customers and making interest payments to bondholders. The Company’ s ratepayers provide
these funds continuoudy, in a steady stream, and not in a pattern that matches or coincides with
the Company’ s liability for the expense. Ratepayers, not the Company, are correctly entitled to
the benefit of these funds collected earlier than needed to pay the Company’sinterest expense. It
is settled regulatory policy that shareholders are not entitled to a return on capitd which the
shareholders have not provided. Federal Power Commission v. Hope Natural Gas, 320 U.S. 591
(1944), Bluefield Water Works v. Public Service, 262 U.S. 679 (1923). Accordingly, the actual
interest lead should be reflected in the caculation of CWC. RA-50, Sch 16.

There have been severa Board decisions holding that long-term debt interest should not
beincluded in alead/lag study. These precedents hold that a zero (0) day lag should be assgned

to long-term debt payments because the return on investment is the property of investors when
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sarviceisprovided. See I/M/O Atlantic City Electric Company, BPU Docket No. 8310-883,
OAL Docket No. 8543-83 (1984); 1/M/O Public Service Electric and Gas Company, BPU
Docket No. 837-620 (1984). However, this position isincongstent with the manner in which
other cash flow items are handled in alead/lag study. The lead/lag study examines the actua
cash flows, not the incurring of an expense or liability, in determining the Company’s CWC
requirement. Long term debt interest expense should be treated in asimilar manner. Net income
is the property of shareholders when service is provided. Interest expenseisthe property of
bondholders at the same time. A failure to include long-term debt interest expense in the lead-
lag study assumes that long-term debt interest expense is the property of shareholders, whichiit is
not. In exchange for not receiving payment on adally basis, bondholders impose a higher
interest charge on their bonds, which is an interest charge for which customers pay through
higher rates. That delay in payments, and the higher interest rate, isa practica consderation,
snce it would be expensive for the Company to pay bondholders on adaily bass. Nonetheless,
equity investors are not entitled to earn a return on funds advanced by bond investors through
their willingness to accept semi-annua payments on their bonds, abeit a a higher ratepayer-
funded interest rate. That delay in interest payments makes cash available to the utility, but it is
non-equity-provided cash that should be reflected in the lead/lag study properly as areduction in
working capitd.

Moreover, commissions in other states, such as the Georgia PSC, have hdd that it is
appropriate to include interest on debt and preferred dividends with gppropriate payment lagsin
alead/lag study:

As should be abundantly clear, it is error not to include as dements of alead-lag

study the net payments of interest on long-term debts and dividends on preferred

stock. These two elements are sources of funds utilized to reduce cash

requirements.
Atlantic Gas Light Company, 119 PUR 4th at 404, 408, (1991).
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The interest payments to be made to the bondholders are fixed by contract. RA-50, p. 44. To
refuse to consider the source of CWC from the interest payment lead pendizes the ratepayers
who are providing revenuesto pay dl expenses, including interest expense; and provides a

“windfal” return to the common stockholders.

c. Preferred Stock Dividends
Preferred stock dividends should be afforded the same treatment as long-term debt interest.
These are contractua payments and the Company is legdly obligated to make specified
payments on certain dates. In that respect, preferred dividend eements of Atlantic’ sreturn
resemble other cash operating expenses for which alead/lag caculation isrequired. Preferred
stock dividends are paid quarterly, resulting in a45 day expense lead, making it appropriate for

incluson in the Company’ s lead/lag calculation. RA-50, p. 44.

d. CWC Conclusion
In summary, based on the above described approach and based upon the cash operating expenses
and taxes recommended by the Ratepayer Advocate in this case, the Ratepayer Advocate

recommends a positive CWC requirement of $45,875,000.
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2. Pension Liability Adjustment.

Mr. Dirmeier recommended that Y our Honor and the Board make an additional
adjustment to rate base to reflect the Company’ s $46,565,000 pension liahility at the end of
2002. RA-50, p.17. Asnoted by Mr. Dirmeier in his Direct Testimony, in the Company’slast
base rate case, the Company proposed a pension expense of $5,635,000. That proceeding was
resolved by gtipulation so it is not possible to determine exactly the level of pension expense that
wasincluded in rates. It isunlikely however that the Company received less than the $3,689,000
proposed by the Division of Rate Counsdl® in that proceeding.

Notwithstanding that customers were being charged rates that included some leve of
pension expense in the years 1999, 2000, 2001, and 2002, the Company made no payments to
the penson fund during that time. Asaresult of making no pension payment to the penson trust
in the years 1999 through 2002, Atlantic’s prepaid pension liability has grown from $9,804,000
at the end of 1998 to $46,565,000 at the end of 2002. During that time frame, the Company
recorded $35.3 million of pension expense, dthough it funded $0 of pension liability. The
pension liability on Atlantic' s books is an absolute source of funds available to and used by the
Company, but which is not reflected as a reduction of rate base in the Company’sfiling. That is
because penson expenseis being included in and recovered in rates, but, during that four year
period, was not paid.

It is gppropriate for Y our Honor and the Board to reflect this pension liability asa
reduction in rate base rather than to measure the lag in payment and include this caculgion in
the Company’ s working capita adjustment. This account reflects amounts collected from
customers but not yet paid into the penson fund. Whileit is known that Atlantic has been

collecting pension expense from customers for asubstantia period of time without making any

® The Division of Rate Counsel isthe predecessor agency of the Ratepayer Advocate.
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payment to the penson fund, it is not known when those pension expense collections actualy

will be paid to the fund.” Payments to the pension fund are based on actuarid and income tax
congderations that change over time. Thusit is not feasible to predict when payments to the

fund will be made or when the particular expense to be collected in rates as aresult of the current
proceeding will be paid into the fund. Thus, it is appropriate to adjust rate base rather than CWC
to reflect penson liability.

Indeed, the Company makes smilar adjustmentsto rate base. Atlantic hasincluded in
rate base specific baances relaing to materids and supplies, customer advances for construction
and customer deposits. For example, in addition to the Company’s proposed $56,567,000 CWC
adjustment to rate base, the Company has included $8,582,000 for Materials and Supplies. P-35,
HAC-2 [corrected]. The Materials and Supplies account represents the average balance of
Materias and Supplies purchased by the Company and held on hand prior to their actud use.
And, whileit theoreticaly would be possible to measure alag between the dates of purchase and
use, to do so would introduce a significant eement of uncertainty into the lead/lag caculation.

It isdifficult to determine with any precison when any single purchase or group of purchases for
Materias and Supplies will be used to provide service. Thus, by making a separate rate base
adjusment, the Company has recognized that the inclusion of Materids and Suppliesin CWC
would be alarge lead, subject to consderable controversy in both measurement and application.

Similarly, it is appropriate to deduct from rate base the Company’ s pension liability

rather than to attempt to measure the lead between the collection of funds and the use of the

funds. Aswith Materids and Supplies, to atempt to include the pension ligbility account in the

" TheCompany’s October 2003 pension contribution was made far beyond the 2002 test year and therefore should be
excluded from consideration in this proceeding.
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CW(C cdculation would introduce a significant eement of uncertainty in the lead/lag caculation.
And yet, this account, which reflects amounts collected from customers but not yet paid into the
pension fund, is a dgnificant source of funds and should be reflected in the Company’ s accounts
as such.

In conclusion, these pension expense dollars collected from ratepayers over the past
severd years but not yet paid into the Company’ s pension fund provide cogt-free funding to the
Company. As such, the Company has been able to use this money in any manner it chooses. To
ask the Company’ s ratepayers to pay the Company areturn on these cost-free funds provided by
ratepayers and used by the Company isimproper and should not be condoned by Y our Honor

and the Board.



3. Other Rate Base Adjustments.

The Company has made certain other adjustments to rate base in this proceeding that go
well beyond the Company’s 2002 test year. In fact, the Company has included and the
Ratepayer Advocate has not disputed more that $28.5 million in plant transfers from January
through June of 2003. Additiond rate base adjustments proposed by the Company go well
beyond this six month period and should be disdlowed by Y our Honor and the Board. These
include adjustments for: interva metering, security costs, resdentia time of use metering and
storm damage costs.

The Ratepayer Advocate acknowledges that the Board has permitted certain post-test
year plant in service additions to be reflected in rate base. Re: Elizabethtown Water Company
Rate Case, Docket No. WR8504330 (hereinafter “Elizabethtown Water”). However, this often
cited Board decision does not grant the utility the unfettered discretion to include any and al
capital expenditures after the Company’ s chosen test year. To do so would totdly invaidate the
“test year” concept. Rather, the Board has carefully carved out a narrow exception to alow
major adjustments to rate base occurring within Sx months of the end of the test year which have
been carefully quantified through proofs which manifest convincingly rdiable deta. 1d.
Specifically the Board agreed to consider:

(b) changes to rate base for a period of sx months beyond the end of the test year

provided thereis a clear likelihood that such proposed rate base additions shal bein

service by the end of said six-month period, that such rate base additions are mgjor in
y nature and consequence, and that such additions be substantiated with very reliable deta.
Here the Company has proposed changes to rate base that are well beyond the six month post
test year period. In fact, the Company is proposing to include in rate base items which had not
yet been purchased at the time of the hearing, more than ayear beyond the Company’ s chosen
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test year. Moreover, some of the Company’s proposals are not mgor in nature and consegquence,
for example, the proposed security upgrades total $280,000. Furthermore, as discussed below,
these proposed adjustments have not been substantiated by reliable data. Indeed, these proposed
adjusments to rate base so dramatically fail the Elizabethtown Water test that if Y our Honor and
the Board were to alow these adjustments into rate base, the Elizabethtown Water decison will
have effectively been overruled.
a. Interval and Residential Time of Use (“*TOU”) Metering

The Company’ s proposed inclusion in rate base estimated cogts for Interva and
Resdentid Time of Use metering that had not yet incurred, 17 months beyond the test year,
violates Elizabethtown Water, the matching principle, the “used and useful” principle, aswell as
just about every other basic tenet of rate making policy in New Jersey. Thisimproper
adjusment is discussed in detail in the operating income section of this brief. Moreover, and as
a0 discussed below, the Company’ s dternate proposd to collect these amounts through the
Market Trangtion Charge violates the Electric Discount and Energy Competition Act. N.J.SA.
48:3-49, et seq. (“EDECA”").

b. Increased Security Costs

Ratepayer Advocate witness Michagl Dirmeier recommended that Y our Honor and the
Board disdlow the Company’s claimed capitd expenditures for “ Security Upgrades.” Thetest
year in this case was the cdendar year 2002. The Company has included, and the Ratepayer
Advocate has not disputed, $28,530,000 in plant transfers from January through June of 2003.
The additiona inclusion of these Security Upgrades has not been adequately supported by the
Company and should not be allowed into base rates. As noted above, the Board in
Elizabethtown Water alowed post test year adjustments to rate base when the adjustments were
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within six months of the end of the test year, when the rate base additions were “mgjor in nature
and consequence,” and were “substantiated with very reliable data” The Company hasfailed to
meet these requirements. The issue of security upgrades is discussed in more detail below in the
operating income section of the brief.
c. Storm Damage Costs

Aswith the Company’s other rate base adjustments discussed above, the Company’ s rate
base adjustment for slorm damage costs fails the Elizabethtown Water test for incluson into rate
base. The Company, in an updated filing dated October 28, 2003, included rate base adjustments
for cogtsincurred as aresult of Hurricane Isabel which hit New Jersey on September 18, well
beyond the sx month window alowed by the Board in Elizabethtown Water. Based on
admittedly estimated costs, the Company sought to include $1.7 million in rate base for costs
“related to its T& D blanket insurance deductible” P-35, p. 8. The Company’s Storm Damage
Codsts are discussed in more detall below, in the operating income section of this brief.

d. Summary

In summary, the above post test year plant additions claimed by the Company show a
lack of appreciation for New Jersey rate making procedures and policy. The rate base
adjustments requested are well beyond the end of the test year and do not meet the Board
established requirements for inclusion as post test year adjustments. Amounts are estimated and
evidentiary support for even these estimated amounts is amost non-existent. In New Jersey, the
Company bears the burden of proof. Clearly the Company has chosen not to shoulder that

burden in this instance.
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C. Operating Income
THE APPROPRIATE PRO FORMA OPERATING INCOME AMOUNTS
TO $50,938,000 WHICH REPRESENTS A $9,395,000 INCREASE OVER
THE COMPANY’'S PROPOSED PRO FORMA OPERATING INCOME OF
$41,543,000.

1. Revenue Adjustments

a. Weather Normalization

The Company in its updated filing adjusted test year operating income to reflect norma
wegther conditions. The Company contended that as of December 31, 2002, the actual test year
sales were 160,243,000 kWh above weather normal. Based on this determination, the Company
decreased test year operating income by $2.787 miillion.

Ratepayer Advocate witness Michagl Dirmeler determined that the Company had used 15
years of historica datato determine normd weether. Mr. Dirmeier noted that thiswas
inconsistent with the prior Atlantic base rate case, in which the Company used thirty years
wegther normdization, and that the Company had falled to judtify this deviation from past
practice. When asked to support this change, the Company responded that the use of a 15 year
wesether normalization was current Conectiv policy. The Company admitted that “[n]o Sudies
were undertaken” by the Company to establish that a 15 year weather normdization better
captured the warming trend of degrees than the previoudy used 30 year weather normdization.
RA-50, p. 34 citing the Company’ s response to RAR-RR-71(G).

Subsequently, in rebuttal testimony, the Company claimed that it did have such a study.

Q. Has Conectiv performed any studies to determine if 15-years, 20-years, or 30-
years of data provide a better estimate of current expected weether?
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A. Yes. The data does show that a trend-line running through 30-years of HDD data,
as measured at the Atlantic City Airport, clearly has adownward dope. Thus,
utilizing 15-years of data more closely captures this warming trend.

P-36, p. 32.

As noted by Mr. Dirmeier, the belated trend line relied upon by the Company to support
itsuse of 15 year weather normalization did not provide the claimed support. In fact, as Mr.
Dirmeer noted, the trend line was a smple linear regression andysis with a downward doping
trendline. AsMr. Dirmeier explained, over 90% of the change in heating and cooling days
reflected in the trend line was explained by variables not reflected in the trend line.

At the time of filing his Direct Tesimony, Mr. Dirmeier was unable to caculate a30
year weather adjusiment. Subsequently, Mr. Dirmeier determined that he could utilize data
provided by the Company to develop a weather normalization adjustment based on
gpproximately 28 years of data. Mr. Dirmeier’ s recommended weather normaization
adjusment is a decrease in operating income of $2.329 million. RA-51, p. 30.

Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and the
Board adopt the proposed near-thirty year weather normaization adjusiment. This adjusment is
consigtent with prior Board Orders. The Company has provided no support to justify the use of a
15 year westher normaization and has faled to cite any government agency or any sate
commission that supports the use of 15 year weather normalization. Conversely, as pointed out
by Mr. Dirmeier, Congress requires the National Oceanic and Atmospheric Adminigtrations
(“NOAA") Nationd Climatic Data Center to establish and record climate conditionsin the
United States. That center uses 30 years as the basis for norma weather. RA-51, p. 31. The
Energy Information Adminigtration of the U.S. Department of Energy (“EIA”) utilizesa 30 year
gandard initsreports. The EIA’s Residential Demand Module aso uses a 30 year standard for
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norma weether. |d. And, in Delaware, in Docket No. 94-22, Delmarva tipulated to the use of a
weether normalization methodology that relied on 30 year data from NOAA for determining gas
rates. On October 7, 2003, in Delaware Docket No. 30-127, Delmarva again agreed to utilize 30
years datain filing its next base rate case for naturd ges.

In conclusion, the Company has chosen to caculate its weather normalization on a15
year basis without any reasoned explanation and without any credible analysis. The Company
has provided no evidentiary support in the record upon which Y our Honor and the Board could
justify such a change in Board palicy. Accordingly, the Ratepayer Advocate respectfully
requests that Y our Honor and the Board adopt the Ratepayer Advocate’ s recommended 30 year

wegther normdization adjustment, a decrease in operating income of $2.329 million.

2. Expense Adjustments
a. Depreciation Expense

Mr. Dirmeier made three adjustments to the Company’ s proposed depreciation expense.
The adjustments to depreciation rates will be discussed below in Section V. Adjusmentsto
reflect depreciation on year end plant and the adjustment for changes in deferred tax expense and
reserve consistent with the adjustment to annualized depreciation expense will be discussed
below.

Mr. Dirmeier adjusted the Company’ s proposed depreciation expense to reflect the
recommendations of Ratepayer Advocate witness Michagl Mgoros. This re-calculation of the
Company’s proposed depreciation expense produced a reduction in depreciation expense of
$11,438,000. RA-55, Sch.5,p.1.

Initsfiling, the Company proposed an adjustment to annudize depreciation expense
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based on test year-end plant in service. This adjustment reduces operating income by
$1,226,000 and reduces rate base by $2,073,000. Mr. Dirmeier also applied the Ratepayer
Advocate recommended depreciation rates to the test year end plant balances. RA-55, Sch.5. p.
2. This caculation reduces the Company’ s income by $292,000 and increases the rate base

reduction by $507,000. 1d.

b. Deferred Tax Adjustment

The Company has claimed that the level of book depreciation expense, based on the
December 31, 2002 level of Plant in Service, at current book depreciation rates, will be higher
than the test year depreciation expense. P-35, p. 9. The Company then made an adjustment to
depreciation expense to reflect in operating expenses the additiona level of depreciation expense
that will occur during 2003. This adjustment resulted in an $1.226 million decrease to test year
operaing income. What the Company hasfalled to consder however isthat not only will book
depreciation be higher, but tax depreciation expense, deferred tax expense and deferred tax
reserve will also increase. The appropriate, complete adjustment recognizes dl of these changes,
not just afew of the changes as reflected in the Company’ s proposed adjustment.

Generaly, the Company has correctly carried through the effect of an adjustment to book
depreciation expense to deferred tax expense and reserve associated with the change in book
depreciation. For example, in the Company’s Interva Metering adjustment, shown on schedule
HAC-6, the Company properly incorporated the effect of changesin deferred tax expense and
reserve associated with the change in book depreciation expense. Similarly, in the Company’s
proposed adjustments for Additional Security costs (HAC-7), Residential Time of Use Metering
(HAC-19) and Storm Damage (HAC-20), the change in book depreciation expenseis properly
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carried through to deferred tax expense and reserve. P-36. In contrast, with respect to the
depreciation expense annudization adjustment on Schedule HAC-8, which is the largest
depreciation adjustment proposed by Atlantic and therefore the adjustment that would have the
largest effect on deferred tax expense, Atlantic has failed to incorporate an adjustment to either
deferred tax or reserve.

Mr. Dirmeier reasoned that there was no basis to support different treatment for the
depreciation annudization adjustment. When asked to explain why the depreciation
annudlization adjustment did not include adjustments for deferred income taxes associated with
the proposed annualization, the Company replied:

The Company’s adjustment is calculated to be consistent with a prior Board Order, which
recognized a change in test year depreciation expense.

RA-50, p. 8, Exhibit A, the Company’ s response to RAR-RR-146

Attached to the discovery response was the first and last page of the Board Decision and Order
in BPU Docket No. 822-116, arate base schedule and an operating income schedule. The third
page to the attachment was a handwritten Book Depreciation schedule.

The Company’s claim that the adjustment is* consistent with a prior Board Order” is a bit
of adretch. Perhaps a better way to put it would have been “ consistent with the way the
Company calculated a change in depreciation expense in aprior rate case” Certainly theissue
of revisons to the Company’ s depreciation rates was discussed by the ALJin the Initid Decison
and by the Board in the Decision and Order. However, there was no discussion regarding the
failure to consder the effects of the depreciation expense adjustments on deferred tax and
reserve. Certainly there was not explicit Board gpprova of this accounting. And, while the rate
base and operating income schedules were attached to the copy of the Board Order found in the
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Ratepayer Advocate s Library, the handwritten Book Depreciation schedule provided by the
Company in response to RAR-RR-146 was not found. It is unclear from the Company’s
response exactly what this document is. But, based on the information provided in the Board
Order and the rate base and operating income schedul es attached to that Board Order, thereisno
way to tell how depreciation expense was calculated in that proceeding. Nor isthere anything in
the Company’ s response that substantiates different treatment for different depreciation
adjustments, wherein some depreciation adjustments properly take into account changesin
deferred taxes and others do not.

The failure to adjust the deferred tax and the reserve accountsis not appropriate when
making depreciation expense adjustments. The Company has no reasoned support for this
omisson. The Company does not claim that the Ratepayer Advocate' s adjustment is faulty, that
thereis somelegd or financia reason not to make this adjustment. The Company cites no
accounting rule in support of its podtion. The Company merely dleges that it was done thisway
in 1982 and nobody objected.

Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and the
Board direct the Company to properly incorporate depreciation expense adjustments into the

deferred tax and reserve accounts. This adjustment results in arate base deduction of $507,000.
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c. Pension Expense
Atlantic is seeking to include $5,167,000 of pension expense in digtribution O& M
in this proceeding based on 2003 budget projections. P-35, HAC 158, Thisisa26% increase
over the $4,087,000 of pension expense charged to actua 2002 distribution O&M expense. The
Company, initsinitid filing did not explain why the actud test year penson expense was not
the appropriate expense for ratemaking purposes. Company witness Herbert Chalk smply
dates. “This adjustment reflects the change of pension expense from the 2002 level to 2003.”
P-34, p.14. Thus, this 26% increase over the $4,087,000 of pension expense charged to actual
2002 digtribution O&M expense is seemingly based on the premise that it is generdly accepted
BPU ratemaking policy to replace actud test year results with future budgeted amounts. The
Company made this adjustment with no explanation as to why this adjustment was necessary or
gppropriate and with no attempt to justify the deviation from the Company’ s proposed test year.
Moreover, the Company’ s underlying support for the 2003 budgeted amount is serioudy
flawed. The Company based this budgeted amount on:
... projected adverse loss experience in 2002 and a projected lower estimated return on
assatsin 2003. This was due to a projected continuation in the decline of market returns
and interest rates as experienced during 2001 and 2002.
RA-50, p. 16 (citing the Company’ s response to RAR-RR-35 (f))

Asnoted in Mr. Dirmeier’ s testimony, the market was up, subgtantialy, in 2003.

8 ACE CRP Total
Y ear 2003 budget $12,510 $3,600
Percent recorded to ACE 100% 35.47%
Percent to O& M 60.40% 87.00%
Distribution Allocation 50.61% 50.61%
$3.824 $1,343 $5,167



12/31/02 12/01/03 % change

Dow Jones Indugtridl 8341.63 9899.05 18.67%
Dow Jones Utility 215.18 252.80 17.48%
S& P 500 879.82 1069.84 21.60%
NASDAQ Composite 1335.49 1989.82 49.00%

Thus, the Company’s prediction of continuing declines in market returnsis not supportablein
the face of actua market events.

The Board has consstently regjected adjustments to expenses that are not sufficiently
“known and messurable’ for inclusion inrates. The Board in Elizabethtown Water alowed the
Company “to make a record with regard to () known and measurable changes to income and
expense items for a period of nine months beyond thetest year . .. “ The Board directed:

Known and measurable changes to the test year must be (1) prudent and mgjor in nature

and consequence, (2) carefully quantified through proofs which (3) manifest

convincingly reliable data. The Board recognizes that known and measurable changes to

the test year, by definition, reflect future contingencies; but in order to prevail, petitioner

must quantify such adjustments by reliable forecasing techniques reflected in the record.
See also, 1/M/O The Petition of Elizabethtown Gas, BPU Docket No. GR88121321 (The Board
agreed with the ALJ sfinding that certain post test year O& M adjustments “were not sufficiently
supported in the record.”). Surely, the policy that prohibits adjustments that are not sufficiently
known and measurable for inclusion in rates prohibits adjustments, such as that proposed in this
case by the Company, that are outright incorrect.

This adjustment based on the flawed assumptions that budgeted amounts are the proper

basis for setting the Company’ s rates and that market returns will continue to decline well into

the future does not pass the “known and measurable’ test established by the Board for post test
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year adjustments to expenses. The Company is attempting to include in rates aleve of pension
expense that is overstated because it is based on afase assumption. Y our Honor and the Board
should adopt the Ratepayer Advocate’ s recommendation that the Company’ s actud test year
pension expense be included in rates; there is no support in this record to do otherwise.
Moreover, Y our Honor and the Board should be cognizant that rates are not being set
soldy for next year, but for the indefinite future. Here, pension expense is being proposed to go
up on the basis of a severely faulty assumption. Embedding that implausible and wrong
assumption in permanent rates means that rates for the indefinite future would contain excessive
pension expense. Those rates would assume that not only is the market going to declinein 2003,
which it did not, but that it would further decline in 2004, 2005, and for each year for the life of

the rates in this proceeding.

d. Incentive Compensation

The Ratepayer Advocate recommends that Y our Honor and the Board disallow the $1.7
million in incentive compensation costs clamed by the Company. P-35. The Company has
failed to provide adequate documentation of the various plans for which it is claming cost
recovery. Furthermore, the limited information provided indicates that the Company’sincentive
compensation plan overwhelmingly rewards the achievement of certain financid goads. Because
shareholders receive the benefit from the attainment of these financia god's, shareholders should
pay the costs. Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and
the Board follow long established Board precedent and exclude from rates the $1.7 million
associated with the Company’ s incentive compensation plans.

Asapreiminary matter, it should be noted thet, at the hearing, it was reveded that the
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document that the Company provided in response to Staff discovery request SCREV-117,
entitled the Conectiv Inc. Incentive Compensation Plan was not one of the incentive plansthe
Company was proposing to include in rates. Why the Company provided, without protest or
explandion, a confidential document that isirrdevant to any issuein this proceeding is puzzling,
especidly in light of the Company’srefusd to provide transmission data, on the basis that it was
not relevant, when in fact, transmission data was relevant. The Company was avare that the
Ratepayer Advocate was relying on this document, it is quoted extengvely in the testimony of
Ratepayer Advocate witness Michael Dirmeier, and yet the Company made no attempt to rebut
or correct this testimony until the hearing.

At the hearing, Mr. Wathen testified that this plan

was something that is offered to ACE officers, and, to my knowledge, no cost associated
with this particular plan has been included in the test period for recovery.

T1100:L14-18.

Similarly, the Company’ s response to RAR-SQ-13, entered into evidence as RA-48, provides
evidence regarding plans seemingly not included in the Company’ s requested $1.7 million
adjusment for their Incentive Compensation plan.

A The response to, that is reflected in Exhibit RA-48, appearsto - - it isvery smilar
to the types of incentivesinduded in the management variable incentive plan,
athough thisis amore narrow plan. Apparently, this doesinclude MVIP.

Q. It includeswhat? I’'m sorry | didn’t understand you.

MVIP. Itisthevery last page of the exhibit. | didn't get that far. Yes, aportion
of this, at leadt, isincluded in the 1.7 million that is being sought, which islisted
again in the response to S-CREV-143 as sdaries, incentives, MVIP, the
description being the management variable incentive plan. So that portion, or a
least a portion of thisrelated to Atlantic Electric, does appear to be included.

T1101:L12-16.
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It is unfortunate that the Company chose to provide copies of incentive compensation
plans not relevant to this proceeding. However, as Mr. Wathen testified that al the Company’s
plans * have the same framework of drivers’, any discusson of the MVIP will, by Mr. Wathen's

admission, gpply to the Company’s other plansaswel. P-39.

i.) Incentive Compensation Plans Are Within Sole Discretion of The
Company’s M anagement.

The Company’ s MVIP expresdy directs that “[t]he Board of Directors must gpprove dl
incentive compensation plans each year.” T1104:L.15-21. Whether or not there will be incentive
payments, how much will be distributed, and to whom, is determined solely by the Company’s
management. The Company’s management has full authority to set the targets and to determine
whether or not the Company will be making incentive payments. The awvards are totaly
discretionary. Thus, the Board could authorize the incluson of aset leve of incentive
compensation payments into rates only to have the Company make no incentive payments to
employees and alow the money to flow through to investors thereby augmenting the Board
authorized return on equity. Moreover, whileit is true that expenses after test periods differ
from those in the test period, atotaly discretionary expenseis, by definition, not necessary to the
provison of utility service,

ii.) The Stated Objectives of the I ncentive Compensation Plans Do
Not Place Ratepayer Interestson an Equal Level With Shareholder
Interests

The MVIP satsfour corporate performance measures and gods, earnings, utility O& M

expense, congruction budget and customer satisfaction. These performance measures are
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heavily weighted toward the achievement of financid gods, the weighting for the earnings part
of the corporate measure is 50%, for the utility O&M expense the weighting is 15%, for the
congtruction budget measure the weighting is 15% and for the customer satisfaction measure the
weighting is20%. T1105:L16 - T1106:L4. Thus, 80% of the performance measure is based on
the achievement of financid gods.

At the hearing, in an atempt to show that ratepayers benefit from incentive compensation
plans, the Company cited agod called “direct O&M per customer.” When asked by counsd if
he could explain what that was, Mr. Wathen replied:

A. Yes. We had agod to manage O&M on a per customer basis. It isjust another
way to measure it tied to the number of customersthat you are trying to serve.

Q. And if you achieve that god, what would that tend to do to the test period
expenses in that case?

The cost per customer would be reletively lower.
And if you faled to meet that god, what would be the results?

The cogt to customers for O& M expenses would be relatively higher.

o >» o »

So would you state then that thisis agod that either benefits the customers or has
no effect on the customers?

A. | think the god benefits the customers.
T1119:L.22 ; T1220:L13

What Mr. Wathen neglected to explain is how, outsde arate case, the reduction in O&M
expense gets flowed back to benefit ratepayers. It does not. In fact, it is the shareholders who
benefit in thisingance. If O&M expense goes down, profitsgo up. If O&M expense goes up,
incentive compensation payments are not made and the money is flowed through to

shareholders. Indeed, the inclusion of incentive compensation plans into base ratesis awin-win
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for the Company’ s shareholders. The money for incentive compensation paymentsis received
from ratepayers. If the established financia goas are met, shareholders benefit through
increased profits and management benefits through incentive compensation payments. I
financid gods are not met, shareholders till benefit. The Incentive Compensation dollars
collected from ratepayers but not distributed are il available in some form for distribution to
shareholders.

Moreover, Mr. Wathen' s testimony assumes that an incentive compensation plan actualy
results in the reduction of expense. The Company made no effort to establish that relationship
between incentive compensation and expense. He used the example of alineman. The Board is
asked to conclude that some smdl amount of incentive compensation that a lineman might
receive will cause the lineman to be more careful, when concern over potentia eectrocution and

deeth seemingly isinsufficient for the lineman to use care in hiswork.

iii.) Established Board Policy isto Disallow I ncentive Compensation
Expensesin Base Rates

The Board has an established policy of disalowing incentive compensation expensesin
baserates. Inthe Board' s Final Decision and Order in I/M/O the Petition of Jersey Central
Power & Light Company for Approval of Increased Base Tariff Rates and Other Changes for
Electric Service and Other Tariff Revisions, BPU Docket No. ER91121820J (February 25,
1993), the Board disdlowed dl of the costs associated with the utility’ s incentive compensation
plans. The Board stated:

We are persuaded by the arguments of Staff and Rate Counsdl that, at thistime,

the incentive compensation or “bonus’ expenses should not be recovered from

ratepayers. The current economic condition has impacted ratepayers financia

gtuation in numerous ways, and it is evident that many ratepayers, homeowners
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and businessss dike are having difficulty paying ther utility bills or otherwise
remaining profitable. These circumstances as well as the fact that the bonuses are
sgnificantly impacted by the Company achieving financid performance godls,
render it ingppropriate for the Company to request recovery of such bonusesin
rates a thistime. Especidly in the current economic climate, ratepayers should
not be paying additiona coststo reward a select group of Company employees
for performing the job they were arguably hired to perform in the first place.
Accordingly, we HEREBY MODIFY theInitid Decison and DENY from
inclusion in rates the entire test year compensation expense of $554,000.

More recently in the Middlesex Water Company base rate case, the Board reaffirmed this
decison and denied the water utility’s request to include incentive compensation expensein its
rates. 1/M/O the Petition of Middlesex Water Company for Approval of an Increase in its Rates
for Water Service and Other Tariff Changes, BPU Docket No. WR00060362 (June 6, 2001). In
rejecting the Adminigrative Law Judge s recommendetion to share incentive compensation coss
50-50 between ratepayers and shareholders, the Board agreed with the reasoning in the JCP& L
order, and noted that, “[t]he language in the Board’ s JCP& L 1993 Order is especially appropriate
today when consumers are still faced with increasing energy codsts, as well as other increased
costs.”

Accordingly, as the Company’ s shareholders are the primary beneficiaries when the
Company achieves overal performance targets, the shareholders, rather than New Jersey
ratepayers should pay these awards. Under this proposal, shareholders will remain protected
from excessve incentive payments becoming a financid drain on shareholder wedth because
the Company’ s plans require that a minimum earnings threshold be achieved before any
payments are made. The Ratepayer Advocate respectfully requests that Y our Honor and the

Board disdlow Atlantic incentive compensation expenses for rate making purposes.
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e. Interval Metering

Inits origind filing, the Company adjusted its proposed rate base to include
expected digribution plant transfers to Plant in Service through June 30, 2003. Included in this
adjusment were cogtsto ingdl interval metering at 110 Commercid and Indudtrid (*C&1”)
premises served under the Company’s AGS-Primary rate; costs to ingtal interva metering on
gmdler C&| customers; and codtsto ingdl interva meters on a 500 premise sample of al
remaining customers served on the AGS-SEC and MGS-SEC rate classes. The Company

included in its Digribution Plant the estimated cost to ingtd| this metering equipment:

Large Primary C&| BGS-CIEP meters $ 123,000
Large Secondary C& | BGS-CIEP meters $1,048,000
Smal C&I Class Load Survey $ 550,000
$1,721,000
P-34, HAC-6.

The Company increased these projected amountsin its Rebuttd filing:

Large Primary C& | BGS-CIEP meters $ 177,000
Large Secondary C& | BGS-CIEP meters $1,508,000
Small C&I Class Load Survey $ 791,000
$2,476,000
P-36, HAC-6.

Ratepayer Advocate witness Michagl Dirmeier recommended that Y our Honor and the
Board exclude these projected amounts from rate base. As Mr Dirmeier noted, the Company is
attempting to include in rate base as “plant in service,” meters that have not been ingtaled 17
months after the end of the test year. During discovery, the Company admitted that as of
November 30, 2003, no additional meters had been either ingtalled or purchased. In fact, there
have been no capital expendituresat dl for the Company’ sinterva metering projects. And, a
the hearing on April 5, 2004, Company witness Herbert Chalk testified that “to date the
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Company has not incurred the cost related to interva metering asoriginaly expected ... ” T
1030:L12-14. For such speculative amounts to be included in rate base before the costs are
actudly incurred and before the proposed meters are “ used and useful” turns New Jersey rate
making procedure and policy on its head. Y our Honor and the Board should disdlow the
Company’ s attempt to include in rate base costs which have not yet been incurred.

In addition to the rate base adjustment discussed above, the Company initidly included
$986,000 in O&M expense for interva metering. P-34, HAC-6. The Company subsequently
lowered this projected amount to $601,000. P-35, HAC-6. The only support for the inclusion of
these amounts by the Company isthat the Board has directed the migration of certain large
customers to the BGS-CIEP rate. The Company did concede in rebuttal testimony that the only
Board mandated change that has occurred to date is the migration of the certain large customers
to the BGS-CIEP rate effective June 24, 2004. The Company conceded that the only Atlantic
customers of this Sze were dready in the BGS-CIEP rate class and that therefore the “[&]ctions
of the Board to-date have not resulted in the mandatory expansion of the CIEP class as originally
projected by the Company.” P-36, p.26

The Company here has seemingly ignored the fact that to-date, no additiond costs have
been incurred for interval metering. The Company offers no precedent for pre-spending rate
recovery, it merdly complains that because interva metering will provide no benefit to the
Company, the Company is entitled to recovery based on projections and expectations. Thisis
not rationd rate making and should not be adopted by Y our Honor and the Board.

In alagt ditch effort, perhaps in recognition of the futility of proposing to include in rates
costs that have not been incurred, the Company requests that the Board permit recovery of these
costs through the Market Trangtion Charge. The Company judtifies this dternate arrangement
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by saying that the MTC is appropriate because interva metering benefits dl customers and all
customers pay the MTC. The Company’s proposa would turn the MTC into a genera
repository for any charge that for some reason is not properly included in baserates. The
Company appears to be saying that rather than wait until the costs are incurred, reviewed and
properly dlocated through cost of service and rate design andyss, just include them inthe MTC
and let the Company collect without the hasde of arate case.

The Company’ s proposal to collect these not yet incurred metering costs through the
MTC isnot only ingppropriate but dso illegd. The MTC was established as a charge imposed
on ratepayers “for alimited duration transition period to recover stranded costs created as a
result of the introduction of dectric power supply competition...” N.J.SA. 48:3-51. The
category of costs properly included in this charge include:

(1) Utility generation plant stranded costs,

(2) Stranded costs related to long-term and short-term power purchase contracts with

other utilities,

(3) Stranded cogts related to long-term power purchase contracts with non-utility

generators, and

(4) restructuring related costs. N.J.SA. 48:3-61(a).
The above listed costs must otherwise be unrecoverable as adirect result of the implementation
of retail choice, N.J.SAA. 48:3-61(b), and, generdly, stranded costs that may be eligible under (1)
or (2) above “must have been committed to by the utility and included in rates through the
conclusion of the utility’s most recent base rate case prior to April 30, 1997.” N.J.SA. 48:3-
61(d). Thus, the Company’s proposd to collect interval metering costs through the MTC

violates EDECA and cannot properly be authorized by Y our Honor and the Board.



f. Residential Time of Use (“TOU”) Metering
Inits October 2003 update, the Company included in rate base an additional $1,134,000 for
resdentid time of use meters. The Company contended that the Board-directed establishment of
resdential TOU rates would require the ingalation of new TOU metersfor al cusomers
choosing the TOU rate class. The Company does not contend that it has spent any money on
time of use metersfor the residentid class, only that it may have to spend in the future. In fact,
at the April 5, 2004 hearing, the Company’ s witness testified “As of this date we have not
incurred any time of use metering codts for resdential customers” T1030:L21-23

As discussed above, the Board' s mandate in Elizabethtown Water does not provide for
inclusion into rate base estimated costs that may be incurred seventeen months beyond the end of
the test year. Indeed, the single most relevant fact in utility ratemaking - the fact that the cost
has been incurred - appears dmost irrelevant to the Company. The Company’s sole concern
appearsto bethat if these costs are not recovered immediately, shareholders will be subsidizing
customers. RA-51 (citing the Company’ s response to RAR-RR-200(C))

It is not the Ratepayer Advocate s position that the Company should be denied recovery
of these types of cogtsinrates. It isthe Ratepayer Advocate s position that these costs should be
treeted no differently that other utility capitd and O&M expenseincluded in a utility’ srates.
These costs, no matter how mandated they are, have not yet been incurred and therefore are not
eligible for incluson in baserates. Further, as discussed above, the Company’s proposal to

collect these amounts through the MTC violates EDECA.
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0. Security Cost Adjustment

The Company has proposed, once again, to disregard the filed test year and to add into
rates security costs that will be incurred in 2003. Despite the mandates of Elizabethtown Water
the Company has gone well beyond the end of the 2002 test year and has failed to provide any
reliable or convincing data to support this expanson of the test year. The only evidence
supporting these costs is Mr. Chalk’ s Direct Testimony:

The Company will incur additional security costs during 2003 in excess of the actud

security cogtsincluded in the test year. This adjustment quantifiesthe increasein

security related Operating and Maintenance expense from 2002 to 2003 as well as

anticipated 2003 security related capitd investments. This adjustment is summarized on

Schedule HAC-7 and resultsin @ $0.077 million decrease to test year operating income,

The Company’s origind Schedule HAC-7 merdly provides, without explanation, alisting of
amounts:

Operating Income

O&M expense
IT O&M costs $190,000
Sunguard Costs (79,000)
Totd O&M $111,000

Rate Base:

Pant in Service
Security Upgrades $340,000
Security Centrd 150,000

Totd Plant in Service $490,000
P-34, p. 10, HAC-7

Similarly, in Mr. Chak’s October update, he states:
The Company will incur additiond security costs during 2003 in excess of the actud
security cogtsincluded inthe test year. This adjusment quantifies the increase in
security related Operating and Maintenance expense from 2002 to 2003 aswell as

anticipated 2003 seurity related capitd investments. This adjustment is summarized on
Schedule HAC-7 and results in @ $0.075 million decrease to test year operating income.

And, again, HAC-7 provides only alisting of amounts, this time different amounts.

56



Operdting Income

O&M expense
IT O&M costs $196,000
Sunguard Costs (79.000)
Totd O&M $117,000

Rate Base:

Pant in Service
Security Upgrades $280,000
Security Centra

Totd Plantin Service  $280,000
P-35, p.7, HAC-7

Thus, without any supporting testimony and without any explanation, IT O&M costs have
increased and Security Central, previoudy a known and measurable adjustment costing
$150,000, has vanished.

The Company’ s proposed adjustments in the October 2003 filing are based on six months
actud and six months projected amounts. The projection for July 2003 was $177,000 or dmost
40% of the total annua amount proposed. And yet, the actua expense for July was only
$27,000. Thus, the projection that Atlantic filed in October included a July projection, a atime
when July actuas should have been known, that was overstated by over 500%. RA 50, p. 32

The Company has gone well beyond the end of the test year in this proposed adjustment
and yet has not attempted to adequately explain or document these proposed post test year
additions. When asked to identify for the record what Sunguard is, Company witness Herbert
Chalk replied:

A. Sunguard is, | guess the best way to describeit isit is a disaster recovery
consulting group that looked at our disaster recovery systems during 2002 and it
was projected that in 2003 that there were additional costs related to Sunguard
which did not occur, and so what we did is we reduced those costs by the

Sunguard cost that we would not incur in 2003.

T981:L5-12
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Why the Company is deducting costs that did not occur from projected cogtsis unclear. Did the
2002 “actuas’ include $79,000 of 2003 projected costs that now must be deducted? Were the
Sunguard costs included in some other 2003 account? Without more information regarding what
security costs the Company is proposing to recover, these 2003 projected costs should not be
dlowed inrates. Indeed, the Company knew, based on Mr. Dirmeier’ s testimony that these
amounts were disputed and yet failed to provide either through rebuttal testimony or at the
hearings additiona information regarding these security upgrades. Clearly the Elizabethtown
Water standard has not been met and these amounts should be disalowed by Y our Honor and the

Board.

h. Storm Damage Expense

Aswith the Company’ s other rate base adjustments discussed above, the Company’ srate base
adjustment for sorm damage codts fails the Elizabethtown Water test for inclusion into rate base.
The Company, in an updated filing dated October 28, 2003, included rate base adjustments for
cogsincurred as aresult of Hurricane Isabel, which hit New Jersey on September 18, 2003.
Based on admittedly estimated costs, the Company sought to include additiona maintenance
codts predicted to exceed $1.8 million and $1.7 million in rate base for costs “related to the
insurance deductible.” P-35, p. 8. The Company promised to update this adjustment “as the
actua cogts arefindized.” In rebuttal testimony, Company witness Herbert Chalk testified that:
“[t]he actua cogsincurred by Atlantic as aresult of Hurricane Isabel are now known. | have
incorporated the actual costs in the Hurricane Isabel adjustment presented on Rebutta Schedule
HAC-20." P-36, p. 4.

In his Direct Testimony, Ratepayer Advocate witness Michadl Dirmeer recommended
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that Y our Honor and the Board disdlow this adjustment. Mr. Dirmeier noted that the Company
had failed to meet its burden of proof in this matter, that the Company had merdly stated that
because there was a storm, the Company incurred extra costs and therefore should be
compensated for these costs. Indeed, HAC-20 does not specify where the money was spent, it
only ligts alump sum amount for storm related O&M cogts and $1.699 million dlocated to
“Digribution Plant in Service” Asnoted above, the Board in Elizabethtown Water alowed
post test year adjustments into rate base sx months beyond the test year when such additions are
“magor in nature and consequence,” and are “ subgtantiated with very reliable data” The Board

subsequently re-affirmed this standard:

The Board FINDS that the company did not support its post test
year estimates with construction budgets, work orders or other
reliabledata. ... The Company’stestimony and schedules that
are in the record do not provide sufficient reliable specific data as
to the projectsit consders mgor in nature nor the dollars
associated with such projects. In addition, the Company did not
supply progress reports or other reliable data in support of its
requested post test year adjustments. Therefore, theinitial
DecisonisHEREBY MODIHED to exclude said adjustments.
Elizabethtown Gas Base Rate Case, BPU Docket No. GR88121321
(1/18/90) (hereinafter “Elizabethtown Gas.”).

In this case, the proposed rate base adjustment is well beyond the six month post test year
window the Board has dlowed for rate base additions. Further, the Company has provided no
reliable date to support the Company’s claimed rate base adjustment of $1.7 million dollars.
The“very reidble datd’ in this indtance conssts of the Company’ s Supplementa Testimony,
filed ten months after the end of the Company’ s chosen test year, saying “[t]he adjustment aso
requests rate base incluson of the capita costs related to the insurance deductible” and in
Rebutta Testimony filed more than one year beyond the test year, a schedule showing $1.699
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million adjustment to “ Digtribution Plant in Service” At the hearing, the Company witness
testified:

Wi, the capita expenditures actualy represent the deductibles for our insurance
that we have related to capital property, sStorm damage of our property.

The deductible, which isfive million dollarsin totd, was dlocated between
Atlantic and Delmarva based on the total capital repairs or capital costs that were
incurred for each utility, so we are just seeking recovery of the deductible cost
related to our insurance.

T1032:L.25 - 1033:L1-9.

With little information regarding total capital costs incurred, Y our Honor and the Board cannot
be expected to effectively review these capital expenditures and the associated cost alocation.
Sufficient information should have been provided & the time the Company made the claim for
the recovery of these costs. The Board' s Elizabethtown Water standard precludes this $1.699
million addition to rate base.

Smilarly, thereislittle in the record to support the claimed $1.5 million increased O& M
expenses. The Company’ s response to RAR-RR-183, entered into evidence as S-21, was not
provided until March 4, 2004, more than ayear after the 2002 test year. The untimely provison
of thisinformation precluded careful review. As noted above, if the Company intended to
include these expenses in the Company’ s rates, expenses that were incurred nearly nine months
past the end of the test year, the Company has the obligation to provide thisinformation in a
timey manner.

It must be emphasized that rate making is not an adversary proceeding in which

the applying party needs only to present a prima facie case in order to be entitled

to relief. There must be proof in the record not only as to the amount of the

various accounts but aso sufficient evidence from which the reasonableness of

the accounts can be determined. Indeed, R.S. 48:2-21(d) specificdly provides

that “The burden of proof to show that the increase, change or dteration [in rates]
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isjust and reasonable shdl be upon the public utility making the same.” Lacking
such evidence, any determination of rates must be considered arbitrary and
unreasonable.

Public Service Coordinated Transport, 5 N.J 196, 219 (1950)

The Company has requested post test year adjustments to rate base that go well beyond
the sx month window dlowed in Elizabethtown Water. The Company dso failed to
demondrate through carefully quantified proofs which manifest convincingly reliable data that
the costs were “prudent and mgjor in nature and consequence.”  Elizabethtown Water.
Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and the Board hold

the Company to the mandates of Elizabethtown Water and Public Service Coordinated Transport

and disallow recovery of these lately incurred storm damage costs.

i. Lobbying and Advertisng Expense

The Company conceded, in its October filing, that $331,000 of Atlantic's lobbying
expense had been “misclassfied and included in utility operating expenses.” P-35, p.14. The
Company accordingly removed from operating expense $242,000 which had been alocated to
the eectric digribution function. 1d., HAC-21. However, the Company has failed to remove
from operating expense that portion of its Edison Electric Indtitute (“EEI”) dues used to fund
EE! Legidative advocacy and EEI advertisng expenses claming tha the Company merdly pays
duesto EEI to receive the benefits of EEI membership and that the “[n]either the Company nor
any of its employees participates in any advertising or lobbying activities of EEI.” P-36, p.37

It has long been Board palicy in this state to exclude from operating expense that portion
of EEI dues associated with lobbying and advertising expense. Asfar back as 1984, the Board
concluded:

[T]he gaff position to disdlow indtitutiond or image advising [sc] especidly rdated to
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expenses paid to the Edison Electric Ingtitute (EEI) is the proper treatment. Petitioner is
free to advertise to enhanceitsimage. Petitioner isfree to participate in opinion
advertisng by EEIl. However, such expenses are gppropriately charged to the corporation
and not the ratepayer.
I/M/O the Petition of Rockland Electric Company, BPU Docket No. 839-790 (August 6, 1984).
Subsequently, the Board expanded this directive to include lobbying expenses:
We ADORPT the position of Staff concerning the exclusion of the portion of Edison
Electric Ingtitute dues which reflect lobbying expenses. We do not believe that thisisan
appropriate expense to impose on ratepayers.
I/M/O the Petition of JCP&L, BRC Docket No. ER91121820J (June 15, 1993).
Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and the Board
exclude from operating expense $48,000, that portion of Atlantic's dues paid to EEI that are
associated with advertisng and lobbying. RA- 50, Sch. 14. Atlantic’slobbying and advertising,
no matter how indirectly performed through EEI, is till lobbying and advertisng and should not

be paid for by ratepayers.

. Postage Rate I ncrease

The Company has claimed a $107,000 increase in operating expense due to a 3.5 cent
increase in the postage rate for bulk mailing that went into effect on July 1, 2002. The Company
cdculated this amount by multiplying the customer counts for the months of January through
June 2002 by the rate increase. However, during discovery the Company admitted that it sends
out fewer hills than it has customers. Therefore, Atlantic’'s adjustment is overdated by the
difference between customer bills and customer counts.

Ratepayer Advocate witness Michael Dirmeer corrected this calculation. Mr. Dirmeier
looked at actua customer bills and customer counts for each month of 2002. He then calculated,

for each month, the monthly postage per bill and postage per customer. A comparison of the
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firgt sx months of 2002, prior to the postage increase, to the last Sx months of 2002, indicates
that, in fact, the postage per bill increased in the second half of 2002 by 11.5%. The postage per
customer increased in the same time period by 11.9%. Based on that determination, Mr.
Dirmeer caculated the appropriate adjustment by increasing the first six months of the test year
by the average of the actud increases of 11.5% and 11.9%. Mr. Dirmeler’ s adjustment reduces

the Company’ s revenue requirement by $11,000.

k. Interest Synchronization

Ratepayer Advocate witness Michagl Dirmeier’ s adjustment for interest synchronization
issmilar to the Company’s proposed interest synchronization adjustment except that Mr.
Dirmeier includes short term debt and the capital structure and cost recommendations reflected
in the testimony of Ratepayer Advocate rate of return witness Matthew Kaha. This adjustment

increases the Company’ s operating income by $667,000.

D. SUmmary

The Company disregards the test year concept, the matching principle, the standard of
used and useful and just about every other badic, long standing rate making principle in this
State. The Company has proposed adjustments that go well beyond the test year and has based
future rates on inaccurate projections and incomplete documentation.

When Atlantic fird filed this case, it sought a base rate increase of $63,353,000. That
requested increase was based on nine months actua and three months projected data. When the
Company filed its 12 & O update, things had changed enormoudy. The rate increase sought in
the updated filing was $36,822,000. The mgority of the $26.5 million reduction in claimed
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revenue requirement was due to the replacement of forecast information with actud data.
Painly, the 2002 budget information that Atlantic used to prepare its three months' forecast was
way off.

Thereisreason to believe that Atlantic' s financid Stuation continued to improvein
2003, despite the Company’s claimed pro forma adjustments that pick up only increased codts.
For example, PEPCO’s Form 10-K for the year ending December 31, 2003° shows increased
electric utility revenues of $144.7 million (page 106) and states, with respect to Atlantic that,
“other operation and maintenance expenses decreased by $32.0 million to $211.6 million for
2003, from $243.6 million for 2002.” (p. 107).

Thus, the Ratepayer Advocate recommends that Y our Honor and the Board base its
decision in this matter on 2002 test year actuad data plus the Ratepayer Advocate accepted
proposed capital additions to rate base through June 2003 and reject the Company’s
unsubstantiated post test year adjustments. Accordingly, the Ratepayer Advocate respectfully
requests that Y our Honor and the Board adopt the $614,769,000 rate base proposed by the
Ratepayer Advocate and the associated $6.0 million decrease in the Company’ s revenue

requirement. RA-55, Sch. 1.

°  Although the Company’ s 10K filingwas not entered into evidence in this proceeding, the document is available on
the Company’ s websiteand the SECwebsite. The Ratepayer Advocate respectfully requeststhat Y our Honor and the
Board take judicial notice of this document.
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POINT 11
REGULATORY ASSET RECOVERY CHARGE (“RARC”)

YOUR HONOR AND THE BOARD SHOULD

EXCLUDE RECOVERY FOR THE

CUMBERLAND CERTIFICATE OF NEED AND

THE NUCLEAR RELATED COSTS FROM

THE COMPANY’S PROPOSED RARC
A. Overview

EDECA defines aregulatory asset as “an asset recorded on the books of an electric

public utility or gas public utility pursuant to the Statement of Financid Accounting Standards,
No.71, entitled * Accounting for the Effects of Certain Types of Regulation,’” or any successor
standard and as deemed recoverable by the Board.” N.J.SA. 48:3-51. Initsinitid filing the
Company stated that its RARC was designed to recover Board approved regulatory assets which
are not directly related to the current provision of eectric power supply. Company witness

Joseph F. Janocha listed the following regulatory assets as currently being recovered through the

RARC:

a Other Post Employment Benefit Costs associated with the implementation of
FAS-106,

b. Costs associated with ashbestos removal,

C. Costs associated with payments to a fund to pay for the decommissioning and
decontamination of Department of Energy (“DOE") uranium-enrichment
fadilities and

d. Costs associated with the cancellation of three separate ventures for the purpose
of developing sources of uranium.

P-14, p. 7.

Mr. Janochaidentified the RARC as a“uniform per kilowatt-hour charge that has been included
in the Company’ stariff snce August 1, 1999 . .. designed to recover the regulatory assets that

were included in rates as of that date” |Id.
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The Company initidly proposed removing from the RARC the fully amortized costs of
the three ventures for the purpose of developing sources of uranium and adding to the RARC

recovery for:

a Generation related |osses on reacquired debt ($8.6 million),

b. Costs associated with Design Basdline Documentation and a Hydrogen Water
Study related to the nuclear generation assets previoudy owned by the Company
($3.3 million),

C. Costs associated with the Cumberland Certificate of Need proceeding ($5.1
million), and

d. Costs associated with a 1993 Board mandated Management Audit of the
Company ($550,000).

The Company proposed that these costs be recovered through the RARC over four years with a
return on the unamortized balance. At the proposed interest rate of 3.06%, the proposed tota
annud revenue requirement would be $7.944 million. P-14, Sch. JFJ-3.

In supplementd testimony filed on April 16, 2004, the Company modified its proposed
RARC to eiminate recovery for the DOE Enrichment Facilities Clean Up. P-15, p. 5. When
responding to discovery, Atlantic determined that the Company no longer held any future
funding commitment for these nuclear facilities. This adjustment reduced the proposed RARC
total annua revenue requirement to $7.180 million. Subsequently, in supplementd testimony
filed on October 28, 2003, Mr Janocha included recovery of costs associated with a 2000 BPU
audit of $193,231. P-16, p.1 This proposed addition increased the Company’ s estimated annua
revenue requirement for the RARC to $7.235 million.

Preiminarily, dthough these charges have been characterized by the Company as“Board

approved,” it is not clear from the Company’ s filing that the Company ever received Board
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authorization to recover Asbestos Remova Costs through the RARC. P-14, p. 7. These costs
were incurred for an asbestos remova program initiated in 1986 for B.L. England and
Deepwater. Id., Auditor’sreport, V-23. Origindly, the Company capitaized these costs and
included them in its 1990 Base Rate Case. Subsequently, pursuant to a 1993 FERC audit,
Atlantic removed the asbestos removal  costs from plant accounts and treeted the insulation
replacement as an expense. At that time, the Company established a regulatory asset for the
removal and re-insulation costs. When asked to provide the Board Order in which the amounts
currently being recovered through the RARC were approved, the Company referenced its
response to SSCREV-37. P-17, Exhibit JF}-7. In atachment 1 to BPU Staff Data Request S
CREV-37, the Company advised, in the column titled “BPU Approved,” that “Recovery as
regulatory asset based on 1993 FERC audit results.” Id.

In aBoard audit dated December 30, 1997, the auditors noted that “[t|he BPU has not
yet provided specific gpprovd of this regulatory asset.” 1d. Auditor’s Report, p. V-24. The
auditors recommendation stated:

1. ACE currently plansto include asbestos removal costs in the regulatory

assats recovery charge (RARC). ACE should determine whether the
current balance of the ashestos removal regulatory asset properly reflects
the collection of the asbestos removal costs embedded in rates gpproved in
the 1991 base rate case. 1d. Auditor’s Report, p. V-27.

Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and the
Board direct the Company to provide a complete accounting of the Asbestos Remova Costs
currently being recovered from customers through the RARC including the total amount of

ashestos remova cogts alocated to Atlantic, the amount collected through rates, and the

accounting which removed these costs from base rates and established the RARC recovery.
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B. Cumberland Certificate of Need

Between 1989 and 1992, the Company considered ingaling generating units at
Cumberland. In 1992, the Company determined that the additiona capacity was not needed.
The Company spent gpproximately $5.1 million on this determination. P-14, p.10. The
Company admits that “the Cumberland facility was not constructed” and therefore “the costs
were deferred in lieu of being capitalized and recovered through baserates.” P-17, JFJ-7, RAR-
RR-61. The Company clamsthat the “ most appropriate dternative mechanism to recover these
deferred cods is through an amortization mechanism to beincluded in the RARC.” Id.

In testimony filed on January 5, 2004, Ratepayer Advocate withess Michael Dirmeier
recommended exclusion of cogts relating to the Cumberland Certificate of Need. RA-50, p. 48.
Mr. Dirmeier reasoned that as the Cumberland Project was never constructed these costs
represent costs that are not used and useful in the provision of eectric service. Mr. Dirmeier
explained that the Company had provided no justification for the inclusion of the cogs for assets
that were never used in the provison of dectric service. Moreover, Mr. Dirmeier noted that as
the Company had written off these costs in September 1999, allowance of these costs in rates
would be afinancid gain to the Company, since it will be recovering an expense that it does not
have in its public financid reports. Mr. Dirmeier’ s recommendation regarding the Cumberland

Certificate of Need reduced the Company’ s proposed revenue requirement by $1.441 million.

C. Design Baseline Documentation and Hydrogen Water Study Related to the Nuclear
Generation Assets
The Company has also proposed full recovery with interest for the Hydrogen Water
Chemistry Project ($590,409) and the Nuclear Plant Design Baseline Documentation. The Peach

Bottom Hydrogen Water Chemistry system was placed in servicein November 1991, P-13,
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Audit, p. v-26. However, in December 1991, operations ceased because the process created
excessiveradiation. The project was reassessed and canceled in 1992. 1n 1993, FERC approved
the amortization of the project investment over the life of the Peach Bottom units. P-17, JFJ-7,
RAR-RR-93.

The Company has not explained why New Jersey ratepayers will be charged with the
payment of these cogts that have not benefitted ratepayers and have not contributed to the
provison of safe dectric sarvice in thisstate. The Hydrogen Water system was “in service” for
maybe a month and during that time, apparently, created excessive radiation. Mr. Janocha
clamsthat the Board must look beyond the “used and useful” standard and determine recovery
based on the “ reasonableness and prudency of the decison making involved.” P-17, p. 16. And
yet, beyond the Company’ s salf serving statements that (1) the “ co-owners agreed” and (2) that
the project was “reasonable and rationa,” the Company has provided no support upon which the
Board could base a finding of reasonableness and prudence. 1d., p.17.

The Company is dso proposing complete recovery with interest of the Design Basdline
Documentation (“DBD”) of the nuclear units ($4.0 million). Mr. Janocha supports the
Company’s claim for recovery on the basis that (1) the DBD was done “in response to
requirements of the United States Nuclear Regulatory Commission (“NRC”)” and (2) PSE& G
received recovery of these amountsin their 1991 baserate case. 1d. p. 14. Mr. Janocha does not
reveal why the NRC determined that this documentation was necessary nor does he explain why
New Jersey ratepayers are responsible for thiscost. Mr. Janocha aso failsto explain why
recovery granted through the give and take of the settlement process in the PSE& G base rate
case should be binding precedent in this proceeding. Moreover, the Company offers no
judtification for recovery of these amounts with interest over four years beyond the fact thet this

is“atime period smilar to the one the Company recommended for amortization of the
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Company’s deferred balance.” P-14, p. 12.

Based on the foregoing, the Ratepayer Advocate respectfully requests that Y our Honor
and the Board exclude the Company’ s nuclear related costs from the Company’s RARC.
Excluding the Design Basdline Documentation reduces the Company’ s revenue requirement by
$1,047,000 and excluding the Hydrogen Water Project cost reduces the revenue requirement by

$168,000.
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POINT IV

DEPRECIATION
YOUR HONOR AND THE BOARD SHOULD REJECT
ATLANTIC'SUNREASONABLE DEPRECIATION
EXPENSE AMOUNT AND ADOPT THE RATEPAYER
ADVOCATE’'SRECOMMENDED AMOUNT, WHICH
REFLECTSADJUSTMENTSTO THE COMPANY'’S 20-
YEAR OLD DEPRECIATION RATESAND THE USE OF
THE NET SALVAGE ALLOWANCE APPROACH.

Depreciation expense isincluded in Atlantic’ s revenue requirement and is passed on to
ratepayers on virtualy a dollar-for-dollar bass. Annual depreciation expenseis determined by
gpplying depreciation rates to plant investment. Depreciation rates are determined in
depreciation studies. Generaly, there are two components associated with depreciation. Oneis
to recover invested capital, that is, money that has aready been spent. Another component isthe
treatment of the cogt of removing an asst at the end of its useful life.

Ratepayer Advocate witness Mr. Michad J. Mgoros, Jr. found the Company’ s existing
depreciation rates to be “too dated to be relied upon.” RA-60, p. 2, In. 17. Atlantic'sexisting
depreciation rates are over 20-years old. The Company’ s depreciation rates were last set in
1983.1° Mr. Mgoros testified that the Company’ s depreciation rates needed to be updated using
current plant balances and more recent plant activity data. 1d., p. 2, In. 17-19.

After careful study and analys's, Mr. Mgoros found that Atlantic overstated its
deprecation expense proposal. Mr. Mg oros recommended that the Company’ stotal proposed
depreciation claim should be reduced by $13.0 million, from $49.4 million to $36.4 million. RA-

62, pp. 4-5, Table 1. Mr. Mg oros recommended decreases in the Company’ s composite

depreciation rates for the Transmisson and Didribution functions, an increase in the composte

10 See RA-60, Exh. MIM-1.
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rate for General Plant, and an adjustment for net sdvage. 1d. For Transmission Plant, Mr.
Magjoros recommended that the composite depreciation rate be reduced from 2.85% to 2.36%,
which reduces the associated depreciation expense from $10.4 million to $8.6 million. 1d.,

Table 1. For Digribution Plant, Mr. Mg oros recommended that the composite depreciation rate
be reduced from 3.82% to 2.13%, which reduces the associated depreciation expense from $34.8
million to $19.4 million. 1d. For Genera Plant, Mr. Mgoros recommended that the composite
depreciation rate be increased from 3.57% to 4.60%, which increases the associated depreciation
expense from $4.3 million to $5.5 million. 1d. Findly, Mr. Mgoros recommended a net savage
alowance of $2.9 million to recover anormalized leve of net salvage expense. 1d. Mr.

Mgoros recommendations are summarized in Table 1, found in his supplementa surrebuttal
tetimony. RA-62, p. 4, Table 1.

As s forth in his prefiled testimony, Mr. Mgoros followed a disciplined, reasoned
gpproach in hisanalyss of Atlantic’s depreciation practices and in the development of his
recommendations. Mr. Mg oros conducted two types of statistical andyses of plant balances
provided by the Company: the Smulated Plant Record (* SPR") method and Geometric Mean
Turnover (“GMT”) method. RA-60, p. 13. The type and nature of Atlantic's data provided to
Mr. Mgoros dictated the use of these approaches versus other types of andyss. In hisandyss
Mr. Mgoros first used the SPR method, then used the GMT method “to test and corroborate
where possible theresults of ... [his] SPR studies.” Id., p. 14, In. 12-13. Mr. Mgjoros also
examined the Company’ s reported actua net salvage expenditures. Id., p. 33. Additionally, Mr.
Magoros consdered the Company’s life extension and maintenance plansin hisanayss. Id.,
pp. 14-16, Exh. MIM-3.

For consstency, Mr. Mgoros maintained the same technique for each function that

underlies the Company’s current depreciation rates. RA-61, p. 4. For example, Mr. Mgjoros
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continued the use of the remaining life technique for digtribution and transmission assets, and
continued the use of the whole life technique for genera plant assets. See RA-60, pp. 8, 18, 22;
RA-61, p. 5; and RA-62, p. 3. In sum, as st forth below and in his testimony, Mr. Mgoros
disciplined anaytical approach resulted in reasonable depreciation rate and expense
recommendations, supported by ample evidence in the record and consistent with recent Board

rulings

A. Transmisson Plant

As proposed, Atlantic’s Transmission depreciation expense is overstated. Mr. Mgoros
found that Mr. Robinson significantly understated the useful life of assetsin Account 354-
Transmisson Towers and Fixtures. RA-62, pp. 2-3. Mr. Robinson suggested a 50-year life for
assets in that account, whereas Mr. Mgoros studies support a 74-year life. 1d. Mr. Mgoros
recommendation is supported by industry data and the Company’s own life extension practices.
Mr. Mgoros tedtified that the maximum life for such assetsin the indudtry is 86 years, and his
life estimate of 74 yearsiswithin the industry range. Id. Furthermore, as Mr. Mg oros testified,
in response to a discovery request, the Company provided documentation of a Company
initiative to extend the lives of transmission towers and foundations. 1d., p. 3.

Since the current depreciation rates for Transmission Plant were based on remaining life
rates, Mr. Mgoros calculated remaining life rates as part of hisandyses. RA-62, p. 3. Based on
the results of his studies, Mr. Mgoros recommended a 2.35% composite depreciation rate for the
Company’s Trangmission assets, resulting in a depreciation expense accrua of $8.6 million. RA-
60, p. 4, Table 1. On the other hand, Atlantic’s clamed Transmission depreciation rate and
accrud (2.85% and $10.4 million, respectively) reflect Mr. Robinson’s unreasonably short lives
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for assetsin Account 354. Id. Mr. Mgoros recommended Transmission depreciation accrud is
$1.8 million less than that proposed by the Company. Id. Asset forth above and in Mr.
Magoros filed tesimony, Mr. Mgoros recommended Transmisson depreciation rate and
expense accrud are reasonable, supported by ample evidence in the record, and should be

adopted by Y our Honor and the Board.

B. Digribution Plant

As noted above and in Mr. Mgoros testimony, Atlantic’s existing depreciation rates for
Digribution Plant are 20 years old. As part of his depreciation sudy, Mr. Mg oros examined
documents outlining the Company practices which could affect servicelives. RA-60, pp. 14-16.
Mr. Mgoros found that the Company “has substantia maintenance programs in place that will
help to lengthen plant lives” 1d., p. 15, In. 23 - p. 16, In. 1; RA-62, pp. 2-3, Exh. MIM-10.
Furthermore, Mr. Mgoros found evidence that the results of these programs were apparent in
datidical andyses. 1d., p. 16, In. 1-2. Mr. Mgoros applied SPR and GMT analyses to the plant
account data. Congigtent with exigting rates, Mr. Mg oros used the remaining life parameters
with no net slvage. Id., p. 18. Based on hislife andyses, Mr. Mgjoros proposed changesto the
depreciation rates for Digtribution Plant accounts 361 through 373. See RA-60, p. 18, Table 7.
Mr. Mgoros anayses support his recommendation that the composite depreciation rate for
Distribution Plant should be reduced from 3.82% to 2.13%. RA-62, p. 4. Thisreduction would

decrease the associated depreciation expense from $34.8 million to $19.4 million. Id.
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C. General Plant

Mr. Mgoros dso examined Generd Plant data suppled by Atlantic, and applied both
SPR and GMT analysesto that data. RA-60, pp. 22-25. Mr. Mg oros examined and analyzed
Genera Plant Accounts 390 through 398. RA-60, p. 22, Table 8. Much like hisanayss of
Trangmission Plant and Didribution Plant, Mr. Mgoros fitted lowa Curves to the individua
Genera Plant account data as part of his SPR and GMT anadyses to estimate asset lives. Seeld.,
pp. 22-25. Based on his anayses, Mr. Mg oros recommended that the composite depreciation
rate for Genera Plant should be increased from 3.57% to 4.60%. RA-62, p. 4. This adjustment

would increase the associated depreciation expense from $4.3 million to $5.5 million. 1d.

D. Net Salvage

Net sdvage is the difference between gross salvage and the cost of remova of the plant.
Gross sdvage is the amount recorded due to the sale, reimbursement, or reuse of retired
property. The cost of removal is connected to disposing of retired depreciable plant. Net
sdvage is positive when gross salvage exceeds cost of removal. Net sdvage is negative when
cost of remova exceeds gross sdvage. A positive net salvage ratio reduces the depreciation rate
and depreciation expense, while a negative net salvage retio increases the depreciation rate and
depreciation expense. RA-60, pp. 25-26.

Mr. Mgoros found that Atlantic’s existing depreciation rates do not include aprovision
for net sdlvage. Id., pp. 26-27. Moreover, Atlantic has not collected cost of removal expenses
from its ratepayers for the past 20 years, since its depreciation rates were last set in 1983. 1d., p.

27. Mr. Mgoros recommended that the Board adopt a normalized net salvage alowance for
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Atlantic equad to the average of the Company’s actua annua net salvage activity for the most
recent five-year period. Id., p. 33. All dseequd, Mr. Mgoros net salvage recommendation
increases Atlantic’ s depreciation expense. In thisregard, it should be recognized and
remembered that status quo on net salvage for Atlantic would result in no net salvage alowance
a dl. Therefore, the reasonableness of Mr. Mgoros recommendation is beyond challenge. As
st forth below, Mr. Mgoros recommended net salvage alowance approach is consstent with
the Board' s rulings in two recent eectric utility base rate cases, and recognizes current
accounting thought on accounting for net salvage.

In two recent dectric utility base rate cases, the Board adopted the net salvage dlowance
concept recommended by Mr. Mgoros. In the most recent JCP& L base rate case, the Board
rejected recovery of net salvage cost through depreciation rates and provided for their recovery
by adopting a net sdvage alowance equa to the Company’stest year remova expense™*
Similarly, in the most recent Rockland Electric Company base rate case, the Board rgjected
recovery of net salvage expense through depreciation rates and adopted a net salvage alowance
based on an amount equa to aten-year average of Rockland' s net salvage expense.*?

Furthermore, Mr. Mgoros net salvage alowance approach reflects current thought about
net salvage expense accounting. Mr. Mg oros testified that the Financial Accounting Standards
Board's ("FASB”) Statement of Financiad Accounting Standards (“ SFAS’) Number 143 (*SFAS
143" or “FAS 143") condtitutes GAAP (“ Generally Accepted Accounting Practice’) at the
present time, with repect to the accounting requirements relating to net sdvage. RA-60, p. 27.

A subsequent Order of the FERC (“FERC Order 631"), requires that any recovery of net salvage

1 1/M/0 JCP&L, BPU Dkt. Nos. ER0208056, ER0208057, EO02070417, and ER0203013 (Final Order, 5/17/04),
p. 54.

12 1/M/O Rockland Electric Company, BPU Dkt. Nos. ER02080614 and ER02100724 (Final Decision and Order,
4/20/04), pp. 67-68. See also RA-60, pp. 29-33.

76



be specificaly identifiable within depreciation, which Mr. Mgoros caled the “ separation
principle” 1d., pp. 27-28. FERC Order 631 requires that collections for net salvage be included
in specificaly-identifiable alowances and accounted for separatdly in depreciation expense and
the accumulated depreciation account. 1d., p. 29. Mr. Mgjoros net salvage allowance approach
separatdy identifies net salvage expense and provides for recovery of that expense asaline item,
rather than as an expense incorporated into depreciation rates. Mr. Mgoros testified that his
recommended net salvage alowance approach “is cons stent with the principles and concepts of
both SFAS 143 and Order No. 631.” 1d., In. 13-15.

Mr. Mgoros calculated his recommended net salvage alowance. Based on an average of
the Company’ s actud annual net salvage experience, usng FERC Form 1 amounts, his
recommended net savage alowance amounted to $2.9 million. Id., p. 33. Mr. Mgoros
recommended net salvage alowance is a consarvative figure, snce it includes al plant, not only
jurisdictiond digtribution and generd plant. 1d.

For the reasons set forth above, Y our Honor and the Board should adopt the ratemaking
treatment of net salvage recommended by Ratepayer Advocate witness Michadl J. Mg oros for

the Company’ s annua expense levels.

E. Conclusion

As st forth above and in filed testimony, Mr. Mgoros depreciation rates and net
sdvage alowance recommendations are reasonable and supported by ample evidence in the
record. The Ratepayer Advocate respectfully urges Y our Honor and the Board to adopt Mr.

Majoros depreciation recommendations.
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POINT V
COST OF SERVICE/RATE DESIGN
YOUR HONOR AND THE BOARD SHOULD ADOPT THE
RATEPAYER ADVOCATE'S REVENUE DISTRIBUTION
PROPOSALS.

A. Your Honor and the Board Should Re ect the Company’s Revenue Allocation
Proposal and Allocate any Rate Decrease or Rate I ncrease Using the Company’s
Flawed Cost of Service Study Only asa General Guide.

The Ratepayer Advocate s proposed methodology for alocating any base rate decrease
or rate increase that results from this proceeding is explained in the testimony of Ratepayer
Advocate witness John K. Stutz, Ph.D. AsDr. Stutz explained, Atlantic, through the testimony
of Joseph F. Janocha, proposed a methodology which would alocate none of the Company’s
proposed $36.657 million rate increase to five of its ten customer classes, while dlocating al of
the increase to the remaining five classes. RA-10, pp. 7-8. This methodology should be regjected.
It relies heavily on the Company’ s flawed cost of service study (*COSS’), and it would place
disproportionate impacts on some customer classes including resdentid, smdler commercid,
and dreet lighting customers. RA-10, pp. 18-19; Sch. JS-3. Instead of the Company’s approach
Y our Honor and the Board should adopt the following approach recommended by Dr. Stutz,
using the Company’s cost of service study only as a generd guide:

Any increase in distribution rates should be alocated so that rate classes shown by

Atlantic’'s COSS to be contributing more than the Company’ s system average rate of

return would receive 50% of the overal percentage increase, with the remaining classes

recelving an above-average increase.

A rate decrease should be alocated so that rate classes shown by Atlantic s COSSto be

contributing more than the Company’ s system average rate of return would receive 150%

of the average percentage decrease, with the remaining classes receiving a below-average
decrease.
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This methodology would result in al classes sharing in either arate increase or arate decrease,
while giving recognition to those classes which Atlantic’s cost of service study shows as
producing above-average rates of return. RA-10, p. 20.
1. Flawsin Atlantic’s Cost Allocation M ethodology

The methodology used by Atlantic as described by the Company to alocate its proposed
rate increase involved three steps:

Fird, rate class specific dlocations of distribution revenues, net operating income and

rate base for 2001 were taken from a COSS performed by Company witness Carl

D’ Adamo.

Second, the dlocations reflected in the COSS for 2001, dong with the resulting relative

contributions of each classto the Company’ s rate of return, were assumed to be

unchanged for the test year, caendar year 2002.

Third, the Company’s proposed rate increase was divided among the five classes shown

in the Company’s COSS as contributing less than the Company’s overdl rate of return

with the remaining classes receiving no increase.
RA-20, p.18.
AsDr. Stutz explained in his prefiled direct testimony, each step of this procedure raises serious
concerns.

a. COSSisof Poor Quality

The firgt step of the Company’ s methodology is flawed, because the Company’s COSS is
of poor qudity. Asdeailed in Dr. Sutz' s testimony, the Company has failed to document that
the 2001 COSS was properly performed.

From the outset, the Company’ s presentation of its COSS created questions about its
reliability. The COSSwas prepared by Company witness Carl D’ Adamo, whose initid prefiled
testimony, dated February 3, 2003, included two schedules purporting to summearize the results

of hisCOSS. P-10, p. 2; RA-6; RA-8. However, no COSS was submitted with the initia
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prefiled testimony. T164:L.8-11. During his cross-examination, Mr. D’ Adamo explained the
reason for thisomisson. At the time the Company submitted his origind prefiled testimony, the
cost of service study was incomplete. T161:L.17-20. However, the prefiled testimony contained
no indication that the study wasincomplete. T252:L.3, T252:L.8.

The Company’s COSS was provided over two months later, on April 16, 2003, when the
COSS was circulated adong with revised versions of the two schedules summarizing the results.
P-11. Although the revised schedules reflected substantia differences from the origina
versons, there was no supplementary testimony explaining the reasons for the changes. 1d; RA-
10, p. 14-15. When Mr. D’ Adamo was asked about these changesin a Ratepayer Advocate
discovery request, he acknowledged that he had origindly “included plant investment, expenses
and revenues that were inappropriate for inclusion in a distribution cost of service study.” RA-
10, p. 15. The same discovery response went on to explain that the ingppropriately included
revenues amounted to gpproximeatdy $45.3 million. 1d.

Furthermore, the Company failed to provide the information needed by Dr. Stutz for a
completereview of Mr. D’ Adamo’s study. As Dr. Stutz explained, the appropriate starting point
for evauating the COSS presented in this proceeding is the 1996 COSS adopted by the Board in
Atlantic’ s restructuring proceeding. This approach is consstent with the criteria of rate stability
and amplicity. RA-10, p. 16. Further, this proceeding is Atlantic' sfirst base rate proceeding
following its dectric restructuring proceeding, making it particularly gppropriate to continue the
COSS methods used in unbundling the Company’ srates. 1d. Dr. Stutz attempted to review the
Company’s current COSS for congistency with the study adopted by the Board in the unbundling
proceeding. However, despite two separate discovery questions requesting that the Company

identify and explain each change from the 1996 study, the Company never produced such alis.
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RA-10, p.16. RA-11, p. 4-5. Without thisinformation, Dr. Stutz was unable to review the
consstency of the new study with the one adopted by the Board in Atlantic' s restructuring
proceeding.

The above casts substantia doubts on the credibility of the Company’s study. The
Company initidly filed purported “summaries’ of a COSS, without disclosing that these
summaries were based on an incomplete sudy. Then when the Company findly submitted its
competed studly, it failed to explain the discrepancies between the competed study and the
summaries submitted two months earlier. The Company acknowledged the errors reflected in its
origina prefiled testimony only after the Ratepayer Advocate propounded discovery requesting
an explanation of the discrepancies between the origind and revised summaries. These
developments made it especidly important that there be a thorough review of the Company’s
COSS. Nevertheless, despite two requests, the Company did not provide the information
required for such areview. The Company’s evasvenessin the initid submisson of the COSS,
the substantid errorsreflected in Mr. D’ Adamo’ s origind prefiled testimony, and the
Company’ s refusd to fully explain the changes from the previous COSS, serioudy undermine
the credibility of the study.

b. Mismatch Between Test Year and COSS.

The Company’s dlocation methodology is aso flawed because it uses a COSS based on
2001 data to alocate rate base and net income for 2002. As Dr. Stutz explained, there have been
substantial changes between 2001 and 2002 in the data that goes into a COSS, including a 12.4%
increase in Digtribution Rate Base, a 12.5% decrease in Digtribution Operation and Maintenance
Expense, and mgor changesin the numbers of customersin various rate classes. RA-10, p. 18,

19-20; Sch. JS6. Inlight of these changes, there is no basis for assuming that the allocations of
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rate base and net income among customer classes for 2001 can be extrapolated to 2002. 1d. As
Dr. Stutz testified, Mr. Janochd s reiance on the 2001 study is* particularly problematic” given
the substantial changes between 2001 and 2002. RA-10, p. 19.

c. Inequitable Allocation of Increases

The third step of the Company’s alocation procedure is flawed becauseit isbased on a
narrow definition of “equity” that does not give adequate consideration to the public
acceptability of the resulting rate structure. As shown in Mr. Janocha s Rebuttal Schedule JFJ-1,
the Company is proposing to dlocate dl of its proposed $30.6 million rete increase to only five
of ten customer classes. P-17, Sch. JF}1. Moreover, since Atlantic' sinitid filing, the Company
has proposed to alocate its proposed rate increases to successively fewer customer classes. The
Company’ sinitia filing proposed an across-the-board increase, sharing a proposed $63.5 million
increase among al customer classes. The Company’s April, 2003 revison proposed to alocate
the same proposed increase to seven customer classes, with three classes receiving no increase.
Findly, as noted, Mr. Janochd s rebuttal testimony allocated a proposed $30.6 million increase
to only five customer classes. T265:L13; T267:L3; RA-9.

The Company’ s latest proposal places a disproportionate impact on the limited number of
rate classes receiving arate increase. As shown on Mr. Janocha' s Rebuttal Schedule JFJ-1a,
based on a proposed system average distribution rate increase of 11.84%, the Company’s
proposa would result in increases of 15.75% to residentia customers, 16.29% to smdler
commercia customers, and 21.84% to the two street lighting classes. P-17, Sch. JF}1a. AsDr.
Stutz noted in histestimony, it is unlikely that Atlantic ’s proposed alocation would meet the
test of public acceptability. RA-10, p. 12. Dr. Stutz' s testimony is confirmed by comments

submitted to the Board by Atlantic County and severd Atlantic County communities expressng
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their concerns about Atlantic ’s proposed increases in street lighting rates.™
2. Ratepayer Advocate's Proposed Allocation M ethodology

Although the Company’s COSS is flawed, the Ratepayer Advocate is not recommending
that it be ignored completely in alocating the rate increase or rate decrease resulting from this
proceeding. Instead, the Ratepayer Advocate is recommending that the Company’s COSS be
used as agenerd guide to determine which customer classes are contributing more than the
Company’ s system average rate of return. In the event of arate increase, those classes would
receive 50% of the system average rate increase. In the event of arate decrease, those classes
would receive 150% of the system average decrease. RA-10, p. 20. This gpproach is more
equitable than the Company’ s proposa, because it would alocate a portion of any rate increase
or decrease to dl customer classes, while il giving recognition to those classes shown by the
Company’s COSS to be contributing more than their proportionate share of the Company’s
system average rate of return. RA-10, p. 21.

For the above reasons Y our Honor and the Board should use the Ratepayer Advocate' s

methodology for alocating any rate increase or rate decrease among customer classes.

13 TheRatepayer Advocatehasreceived copiesof correspondenceand/or resol utionsfrom Atlantic County and several
Atlantic County communities including Abescon, Atlantic City, Borough of Buena, Buena Vista Township, Hamilton
Township, Mullica Township, the Borough of Folsom, Egg Harbor City, and Pleasantville,
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B. If the Board Ordersa Changein Atlantic’s Cost of Service Study Methodology, It

Should Requirethe Company to Allocate a Portion of Distribution Costs Based on

Y ear-Round Electricity Usage.

Based on condiderations of rate stability, the Ratepayer Advocate is not recommending
that the Board implement a new cogt of service study methodology for Atlantic in itsfirst base
rate case following the Company’ s restructuring proceeding. RA-10, p. 16. However, two other
parties, the NJLEUC and the Board Staff, have suggested changes in the Company’s
methodology. If the Board should decide to order a change, it should adopt a methodol ogy
which dlocates a portion of distribution costs based on year-round dectricity usage, as
suggested by Staff, and rgject NJLEUC' s suggestion that a portion of distribution-related costs
be based on the number of customersin each class.

Atlantic currently alocates the costs of its distribution system based on Class Non-
Coincident Peak Demands. P-10, p. 5-6; RA-11, p. 11. This*“demand-only” methodology is
inconsigtent with the Board' s decision in the 1991 Jersey Central Power and Light Company
base rate case. 1/M/O Petition of Jersey Central Power & Light Company for Approval of
Increased Base Tariff Rates and Charges for Electric Service and Other Tariff Revisions, BRC
Docket No. ER91121820J, Final Decision and Order (June 15, 1993) (referred to hereinafter as
the “1993 JCP& L Base Rate Order”). Inthe JCP&L proceeding, the United States Department
of Defense and Federd Executive Agencies had proposed to alocate transmission,
subtransmission and distribution costs based solely on non-coincident pesk demands, while the
Divison of Rate Counsdl proposed an “average and excess’ method which considered both pesk
demand and annud energy usage. JCP& L 1993 Base Rate Order, p. 16. Noting that
“[€e]xclusive demand approaches to the alocation of T& D costs’ had been regjected in aprevious

rate proceeding, the Board adopted the methodology advocated by Rate Counsdl. Id.
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The methodology adopted in the JCP& L 1993 Base Rate Order was recently re-affirmed
inthe Board's May 17, 2004 Fina Order in JCP&L’s 2002 base rate proceeding. As stated in
that Find Order, “[t]he Board reiterates its full support of the average and Excess Cost of
Service Study Methodology as prescribed in JCP&L’s 1992 and 1993 Orders....” 1/M/O the
Verified Petition of Jersey Central Power and Light Company for Review and Approval of an
Increase in and Adjustments to its Unbundled Rates and Charges for Electric Service and for
Approval of Other Proposed Tariff Revisions in Connection Therewith, BPU Docket Nos.
ER02080506 et al., Final Order at 74 (May 17, 2004). Further, since JCP&L’s 2002 base rate
proceeding involved rates for unbundled ectric ditribution rates, the Board' s statement affirms
the continuing gpplicability of this methodology in a pos-EDECA environment.

In accordance with the Board' s April 30, 2004 Order on Motion for Interlocutory Review
in this maiter, the record of this proceeding includes amodified verson of Atlantic’'s COSS,
prepared by Atlantic at Staff’ s request, which allocates distribution system related costs based on
acombination of demand and energy-based dlocation factors. S-2. See Order on Interlocutory
Review at 12. For the reasons explained in the Board' s JCP& L 1993 Base Rate Order, Your
Honor and the Board should follow this gpproach if amodification to Atlantic’s cost of service
study methodology is determined to be appropriate.

The Ratepayer Advocate notesthat, if Y our Honor and the Board decide to follow this
approach, the methodology recommended by Dr. Stutz could be used to alocate the rate increase
or decrease resulting from this proceeding. In other words, those rate classes shown by the cost
of service study to be contributing more than the system average rate of return should be
alocated 50% of the overdl increase, or 150% of the overall decrease, with the remaining

increase or decrease dlocated to the remaining customer classes. RA-10, p. 20.
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NJLEUC witness Jeffrey Pollock presented testimony proposing that Atlantic’s COSS be
modified to alocate a portion of the cogts of the Company’ s distribution system based on the
number of customersin each class. This proposa was based on the theory that the distribution
system serves two functions, “atach[ing] customers to the system”, and “ meeting the maximum
rate of usage (demand) that customersimpose.” NJLEUC-9, p. 6. Ratepayer Advocate witness
Dr. Stutz explained the falacy of this approach. Mr. Pollock’ s approach assumes that the cost of
extending the Company’ s distribution system to cover its service areaiis related to the number of
customers served. However, population densities differ in urban, suburban, and rurd aress, a
fact which makes the number of customers a poor proxy for the costs of extending service to
cover the servicearea. RA-11, p. 12. Further, Mr. Pollock’ s proposal is contrary to the JCP& L
1993 Base Rate Order which, as noted, sates that distribution system related costs should be
allocated based on a combination of demand-based and energy-based allocators.

For the above reasons, if Y our Honor and the Board should decide to modify Atlantic's
cost of service study methodology, the Company should be required to dlocate its distribution

system related costs based on a combination of demand and year-round energy usage.
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POINT VI.
SERVICE RELIABILITY
THE RATEPAYER ADVOCATE RESPECTFULLY
REQUESTS THAT YOUR HONOR AND THE BOARD
IMPOSE PENALTIES ON THE COMPANY FOR FAILURE

TO ACHIEVE MINIMUM PERFORMANCE LEVELS
ESTABLISHED BY THE BOARD

A. M easurement and Analysis of Reliability Performance

On November 28, 2000 the Board adopted Interim Electric Distribution Service
Rdiability and Qudity Standards which require the annua calculation and reporting of the
System Average Interruption Frequency Index (SAIFI) and the Customer Average Interruption
Duretion Index (CAIDI).** The Board established benchmark performance levels equal to the 10
year historicd average for SAIFI and CAIDI and minimum rdiability levels equd to the
benchmark plus two standard deviations. N.J.A.C. 14:5-7.2. The Board directed that each utility
“shdl| take reasonable measures to perform better than the minimum religbility levels” N.J.A.C.
14:5-7.3.

Ratepayer Advocate witness Peter Lanzal otta testified that since 1997 the Company’s
reliability performance, as measured by SAIFI and CAIDI, has shown agradua decline. In
1999 and in 2002, the Company failed to meet the BPU Bench Mark reliability standard for

SAIFI and in four of the past Sx years failed to meet the BPU Bench Mark reliability standard

14 SAIFI “represents the average frequency of sustained interruptions per customer” while CAIDI “represents the
average time in minutes required to restore service to those customers that experienced a sustained interruption.”
N.JA.C. 14572
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for CAIDI.*> Without stricter rdiability standards, Mr. Lanza otta testified, he would expect that
reliability would continue to deteriorate. RA-4, p. 9. Indeed, the Company’s average levels of
CAIDI and SAIFI could increase substantially*® without exceeding the current minimum
reliability levels set by the Board. For example, the Company’s 10-year SAIFI Bench Mark is
0.779 while the minimum rdiability level is1.132. Smilarly, the Company’s 10-year CAIDI
Bench Mark is 84.802 while the minimum riability leve is 131.58. Thus, the current minimum
religbility levels have room to accommodate deteriorating service built into them.

The Company has taken the position that the dramatic decline in the Company’s
reliability performance for 2002, denoted by increasesin SAIFI and CAIDI, is reflective of the
Company’simplementation of its Outage Management System (*OMS’). The Company has
asserted that, because of the implementation of OMS, its performance can no longer be
accuratdly compared to historic levels of performance. The Company clamsthat the
implementation of its Outage Management System (“OMS’) “makesit impossible to compare
today’ s Satistics to ones of the previous years prior to implementation of the OMS’ and that it is
OMSthat is“ddaying the findization of satewide sandards.” P-4. p.3 Thus, the Company is
advocating that the Board put off setting any standards againgt which a utility’ s performance can
be measured until 2006.

The Company, by providing what it characterizes as “blended information,” is
atempting to frudtrate the Board' s ability to hold the gtat€’ s utilities to even the minimum

religbility performance levels established by the Board's Interim Electric Ditribution Service

15 The Company’s 10 year SAIFI Bench Mark is 0.779 while the minimum reliability level is 1.132. Similarly, the
Company’s 10 year CAIDI Bench Mark is 84.802 while the minimum reliability level is 131.58.

8 Increasesin SAIFI and CAIDI denote decreases in reliability.
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Rdiability and Qudity Standards. The Company completed implementation of OMS in New
Jersey in December 2001 and began using the statistics at that point. T21:L13-16. In fact, some
digtricts were usng OMS as early as 2000 and were running both the pre-OM S legacy system
and the OMS system parallel “for along period of time.” T23:.L5-12. And yet, for some reason,
the Company chose to discontinue running the pardld systems and, in June of 2002, the
Company collected data only through its OMS. Id. So, according to the Company, as the 2002
dataisactudly a“blend” of the legacy system and the OMS data, “it is not appropriate to
compareitto anything...” T28:.L13-18. The Company clamsto have been running paralld
gystemsin 2002. And yet, rather than provide the Board with only OMS data for 2002, which
presumably had been collected in the pardld systems, the Company chose to “blend” the pre-
OMS numbers collected in January through May and the OM S numbers collected in June
through December. If the OMS January through May numbers were flawed, then the Company
should have continued the parallel running of the legecy system to provide the Board with a

vaid basis for comparison of 2002 results with previous years. Unfortunately, choosing instead
to provide “blended” data, the Company has frustrated for at least another year the timely
implementation of BPU rdiability sandards.

Further, as noted by Mr. Lanzaotta, while OM S implementation may have increased the
Company’s gpparent number of reliability problems, part of theincreasein rdiability problems
seems likely to be the result of adecline in actud réiability performance. For example, Mr.
Lanza otta notes the sgnificant increase in distribution transformer failures in 2003 cannot be
explained soldy as the result of more accurate recording of transformer failures, especidly as
OMS data was being recorded in the summer of 2002 when the mgjority of transformer failures

typicaly occur. Asnoted by Mr. Lanzalotta, the additiond five months of OMS datain 2003
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were the months of January through May, when ambient air temperatures and distribution
trandformer loadings are typicdly lower than in summer months. Thus, while the
implementation of the OMS may have had some impact on the Company’ s recording of outage
data, this should not be interpreted by Y our Honor and the Board to mean that the Company’s
declinein rdiability performance has been reversed.

The Company has aso taken somewhat conflicting positions regarding the measurement
of its performance againgt the performance of other utilities. On the one hand, the Company
brags that based on a comparison of rdiability performance with respect to other New Jersey
utilities and within the industry, “the Company’ s customers enjoy better than average level of
rdiability.” P-2, p. 13, Sch. JAE-9.1 and JAE-9.2. Then, in the next paragraph, the Company
limits this comparison citing “inconggencies, eg., differencesin utility service territories and
work practices.” 1d. Infact, a the hearing the Company seemed to say that pretty much any
comparison between the Company and other utilities was basicdly usdess. Firgt, the Company
admitted that the surveys relied upon by the Company contained a combination of pre- and post
OMSdata. T31:L17-25. AsMr. Elliot informed us, data collected after the implementation of
OMSis*“not directly comparable’ to data collected before the implementation of OMS. P-4, p.
6. Thus, comparing Atlantic ’s pre-OMS data with other utility post OMS data is exactly what
the Company said the Ratepayer Advocate should not do.

Furthermore, Atlantic is comparing its datato other utilities using a different set of
definitions for outages that are included in the data collection, different service territories with
different weather conditions, and different work practices. T33:L4-7. Asexplained by Mr.
Blliot:

Just defining what an outage is sometimes can be different from one utility to
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another. Some record it after one minute being off, other ones record it after

being five minutes off. So depending on what system you are using, even what an

outage is could change from one to the other. Thisswhy itisdifficult. You

;z;q’t compare the two, even though we would love to compare them. T42:L15-
Thus, the Company’s claim that compared to other utilities Atlantic’s customers “enjoy better
then average leve of rdigbility” isbasically meaningless.

In reviewing the Company’ s reliability data, Ratepayer Advocate witness Peter
Lanzalottaidentified severa areas of concern and made recommendations based on these
findings

Firgt, Mr. Lanzalotta noted that the number of equipment failures had increased from 335
eventsin 2001 to 1,837 eventsin 2002, an increase of more than 400%. RA-4, p. 14.
Specificadly Mr. Lanzaotta found that the number of outages and customer interruptions due to
digribution transformer failure have been increasing snce 1999, when avery hot summer
resulted in large numbers of such fallures on the Atlantic syssem. Based on this finding, Mr.
Lanza otta recommended that the Company implement a Transformer Load Monitoring (TLM)
program. Id., p. 17. A TLM programisonein which autility periodicaly determinesthe
gpproximate peek |oad on each digtribution transformer and develops alist of potentid
overloaded transformers. These transformers would then be ingpected and units showing signs
of overloading are replaced with alarger transformer or have load removed by transferring some
of the customers to another transformer. Mr. Lanzalotta reasoned thet in this way, overloaded
transformers would be replaced or unloaded before they fail, which istypically during a hest
wave, when they would otherwise fail in large numbers. Mr. Lanza otta further recommended

that the Company should shorten the time between inspections and/or maintenance of mgor

system components. Mr. Lanza otta recommended that the Company return to its former policy
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of afive year ingpection and maintenance cycle. 1d., p. 21.

Second, Mr. Lanza otta noted that animal related outages are the leading driver of outage
events. 1d., p. 22. In 2002, there were more outage events caused by animals than were caused
by any other single cause category, and the number of anima caused outage events in 2002 were
higher than in any of the five proceeding years. Mr. Lanzalotta said that these types of outages
could be reduced by the ingdlation of wildlife protection devices which prevent animas from
contacting the energized component and a grounded component at the sametime. Mr.
Lanzaotta, while recognizing that the Company’ s palicy of ingtdling wildlife protection on new
ingdlations and on equipment experiencing animd related fault was smilar to other utilitiesin
the region, recommended a more aggressive agpproach. Mr. Lanzal otta recommended that the
Company adopt a program of ingadling wildlife protection on dl relevant overhead digtribution
equipment within a given period of time, but no longer than 10 years.

Third, Mr. Lanza otta found that the minutes of interruptions caused by tree related
factors dmodt tripled in 2002 with 30,590,814 minutes of interruptions compared with
10,998,687 minutesin 2001. 1d., p. 14. Mr. Lanzdotta reviewed the Company’ s tree trimming
data and found a number of distribution feeders had not been trimmed for over ten years. Mr.
Lanza otta further found a corrdlation between frequency of trimming and performance.
According to Mr. Lanza otta, the Company concentrates its tree trimming efforts where
vegetation management would aleviate potentia problems for the grestest number of customers.
This has the effect of putting off maintenance in other areas until religbility deteriorates. Mr.
Lanza otta posited that while this gpproach may tend to maximize the rdiability impact of the
available tree trimming budgets, it can result in a system-wide deterioration of religbility

performance. Mr. Lanza otta concluded that the disproportionate increases in the number of
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customer interruptions and of interruption minutes due to factors related to trees and in the
percentage of customer interruptions and the percentage of interruption minutes due to factors
related to trees gives cause for concern over the present and future religbility related impacts due
to causes related to trees. Mr. Lanzaottarecommended that the Company increase vegetation
ingpections to once every two years, with trimming performed as needed in order to increase

eectric sysem rdiability.

B. Penalties

Ratepayer Advocate witness John Stutz recommended the adoption of pendties for
declinesin Service Quality. Dr. Stutz suggested that the Board could establish pendties equd to
.25 percent of Atlantic’s digtribution revenues if SAIFI or CAIDI rises above the minimum
reliability level. To discourage any deterioration in service qudity, the pendties could phasein
linearly, beginning a the benchmark performancelevd. Thus, for example, if in aparticular
year SAIF fdls hdf-way between the benchmark and the minimum rdiability levd, the
associated penalty would be .125 percent of distribution revenues. This phase-in of pendties
would encourage Atlantic to improveits performance. While the Ratepayer Advocate
recognizes that the implementation of OM S has made the comparison of hitorical performance
to current performance less precise, there is sufficient leeway in the Interim Standards to alow
for the impostion of pendtiesif the Company fals to meet the minimum rdiability level.
Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and the Board
impose pendties on the Company for the failure to achieve the minimum performance levels set

in the Board' s Interim Reliability and Service Qudity sandards.
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POINT VII.
SERVICE COMPANY AGREEMENT
YOUR HONOR AND THE BOARD SHOULD NOT
APPROVE THE SERVICE COMPANY AGREEMENT IN
ITSPRESENT FORM.

The Service Agreement between Atlantic and PHI Service Company (“PHISC” or the
“Service Company”) was filed with the Board on September 6, 2002 in Docket No.
EM02090633. The Service Company, which isamutua service company providing avariety of
support servicesto its operating subsidiaries, had its Service Agreement gpproved on July 24,
2002 by the Securities and Exchange Commission as part of the merger Order gpproving the
Conectiv/PEPCO merger. P-27, p. 2. The Commonwedth of Virginia granted its gpprova of
the Service Agreement on June 28, 2002.

Following the merger, Conectiv’s Service Company (Conectiv Resource Partners, Inc. or
“CRP’) was renamed PHI Service Company, and, according to the Company, is dill in the
process of being “trandtioned over” to PHISC. Currently, the trangtion phase is gpproximately
75% complete. T808:L4-5. The transtion should be complete by the beginning of 2005.
T808:1-2.

Prdiminarily, it should be noted that Atlantic has agreed in principle with two Ratepayer
Advocate recommendations from our origina examination of the Service Agreement. Firg, the
Company has committed to a 10% dlocation to the holding company. T817:117-25. The
Ratepayer Advocate applauds this commitment and recommends that it be added to the Service
Agreement. Secondly, the Company has agreed to certain reporting and notification procedures

recommended by this office. The Ratepayer Advocate urges Y our Honor and the Board to
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include these in any subsequent Initid Decison and Board Order.

A. The Direct-billed Costs Should Represent the M agjority of the Costs Allocated and
the Indirect-billed Costs Should Represent the Minority of the Costs Allocated.

Chargesto Atlantic from PHISC are aggnificant part of Atlantic’s annua expenses. In
fact, in 2002, CRP hilled Atlantic $92.6 million. RA-19, p. 4. The Ratepayer Advocate believes
that, as PHISC and Atlantic are both affiliates of Pepco Holdings, Inc., and, asal three
companies share common corporate directors and officers, transactions between Atlantic and
PHISC are not “arm’slength.” Thus, it is vitaly important that New Jersey ratepayers are
protected from abuses of sdlf-dealing and unreasonable preferentia treatment by careful scrutiny
of the contract under which mutua corporate services are charged to Atlantic. RA-19, p. 5.

Ratepayer Advocate witness David Peterson has pointed out that the lack of direct billing
and assgnment presents a problem for regulators charged with protecting the public interest. In
particular, although PHISC does not yet offer servicesto all of the PHI companies, PHISC's
predecessor, CRP, dlocated rather than directly assgned or directly charged an overwhelming
maority of total costs. In fact, according to Mr. Peterson, the percentage of CRP codts that
were directly billed to Atlantic in 2002 was only 18%, $16.6 million out of atota of $92.6
million. The remaining $76 million was indirectly billed usng dlocation factors. RA-19, p. 6.
Ideally, the numbers should be reversed, according to Mr. Peterson — 70-80% of Service
Company hillings should be assigned or directly charged, and less than 30% should be dlocated.

The Company clamsfirst that, because many of the dlocated costs are related solely to
the regulated utilities, there is no cross-subsidization issue. However, it is equally problematic if

ratepayers of one regulated utility are charged for services provided to another regulated utility’s
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ratepayers.

Secondly, the Company claims that the use of alocationsis overdl no less accurate than
direct billing. However, the Ratepayer Advocate believes that alocation methods should be
used only as afalback postionif it isnot possble to directly assign costs. By their very nature,
alocation methods are imprecise and arbitrary. Therefore, Mr. Peterson has recommended that
the Company further protect the ratepayers by doing whatever possible to expand the categories
of cogts and activities that are directly assgnable. RA-19, p. 7.

In order to prevent ratepayer cross-subsidization and to bring the Company in line with
other New Jersey Utilities, the Ratepayer Advocate recommends that no less than 70% (and

preferably 80% or more) of PHISC' s billings should be assigned or directly charged.

B. TheBoard’s Proceduresfor Capitalization and Depr eciation Should Be Followed
and Reflected Separately in the Service Agreement.

The Ratepayer Advocate urges Y our Honor and the Board to make severa adjustmentsto
the Service Agreement regarding the pricing for the capital cost of assets purchased by PHISC
for use by Atlantic and the other affiliates. Firg, pricing for capital costs of assetsis not spelled
out in the Service Agreement. The Company should verify in writing that the acquisition cods
of the assets purchased by the Service Company were capitalized according to the Board's
capitdization policy for Atlantic. Second, assets acquired by the Service Company for Atlantic
should be depreciated using lives and methods approved for smilar property owned by Atlantic,
rather than the Company’ s current method of using generally accepted accounting principles.
Findly, the rate of return on assets that PHISC acquires for use by Atlantic should be based on

Atlantic' s authorized rate of return, unless the asset can be financed a alower rate and the
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benefit resulting from such financing can be passed dong to ratepayers.

Ratepayers should be in no worse position regarding rate responsibility for assets than if
Atlantic had bought the assets itsdlf rather than going through the Service Company. Regardless
of actua ownership, the costs and depreciation rates of these assets should be handled according

to the Board' s rate-making trestment.

C. The Atlantic Commitment to Allocate a Minimum of 10% of the Corporate
Overhead to the Holding Company Should Be Written into the Service Agreement.
At the evidentiary hearing on April 2, 2004, the Ratepayer Advocate was made aware of
the Company policy of alocating 10% of indirect corporate governance costs first to PHI before
the blended factor for dlocation is applied to the utility client. T816:L.8-14. According to the
Company, “sometime in the next year” the Service Agreement will be amended to reflect the
10% dlocation or “whatever” the Company is doing, asthey “are a'so looking at other ways of
doingit.” T817:L17-25.
The Ratepayer Advocate supports the 10% allocation as stated by Mr. Lavin & the April

2 evidentiary hearing.

D. Your Honor and the Board Should Require the I mplementation of Reporting and
Notification Requirementsfor Phisc as Suggested by the Ratepayer Advocate.
Inits Direct Testimony, the Ratepayer Advocate recommended incorporating severa

reporting and notification procedures into the amended Service Agreement. As noted by

Ratepayer Advocate witness Peterson, increased reporting requirements are necessary because:

1) the charges of PHISC to Atlantic are subgtantia; 2) thisis the Board' sfirst experience
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working with the Pepco Companies, and 3) the dways-possible unforeseen circumstances that

could cause changesin the dlocation factors and, therefore, Atlantic’ s revenue requirement.

Accordingly, Board Staff, the Ratepayer Advocate, and the Board should receive notification of

any changesto the Service Agreement and any changes in the underlying bases of cost

dlocation.

The Company indicated that it “is not opposed”, to implementation of these

recommendations, “based on itsinitid interpretation”. P-28, p. 11. The Ratepayer Advocate

recommendations are summarized as follows:

a

RA-19, p. 12.

astandard policy to apprise the Board of new participants to the Service
Agreement in order that gppropriate overhead alocation factors can be

monitored;

a procedure by which the Board and Ratepayer Advocate are sent copies of |etters
to the SEC regarding any proposed changes to the Service Agreement;

copiesto the Board and Ratepayer Advocate of al reports that relate to interna
audits of PHISC;

nofication to the Board and Ratepayer Advocate when an SEC audit is about to be
performed upon PHISC;

reasonable access for the Board and Ratepayer Advocate to PHISC books and
records and to those of other PHI companies that transact with Atlantic; and
conditioning Board gpprova of the Service Agreement upon a commitment from
Atlantic that issues affecting New Jersey ratepayers would be subject to Board
jurisdiction and that the Service Agreement would be subject to review in the
context of any future competitive service audits, with full participetion of the
Ratepayer Advocate.
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CONCLUSION

As demongtrated above and in the testimony of Ratepayer Advocate witnesses, the Ratepayer
Advocate respectfully submitsthat Y our Honor and the Board should adopt the following
recommendations.
(1)  Atlantic’sreturn on equity should be set a 9.25% with an overdl rate of return of
7.66%, reflecting adjustments to the Company’s pro forma capita structure for
the inclusion of short-term debt, the unamortized balance of cdl premiums, new
debt issuances and refinancings,
2 The appropriate pro forma rate base amountsto $ 614,769,000 which is
$33,305,000 lower than the pro forma rate base proposed by the Company;
3 The appropriate pro forma operating income amounts to $50,938,000 which
represents a $9,395,000 increase over the Company’ s proposed pro forma
operating income of $41,543,000;
4 Y our Honor and the Board should exclude recovery for the Cumberland
Certificate of Need and the nuclear related costs from the proposed RARC;
(5) Atlantic’ s depreciation expense amount should properly reflect the Ratepayer
Advocate s recommended adjustments to the company’ s 20-year old depreciation
rates and the use of the net salvage alowance approach;
(6) Y our Honor and the Board should rgject the Company’ s Revenue
Allocation Proposal and allocate any rate decrease or rate increase
using the Company’ s flawed cost of service study only as aguide;
(7) Theimpogtion of pendties for failure to minimum reliability performance levels,

and
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(8)

The Service Agreement should be modified to adopt the Ratepayer Advocate' s
recommendations that direct assgnment and direct billing usng standard rates
should account for at least 70 percent of the totd Service Company billing and
that ten percent of indirect corporate overhead costs should be assigned to PHI

before allocating these costs to member companies.
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